





















S&P 500 Trading Mastery 

By Kelly Angle 

In S&P 500 Trading Mastery, career trader Kelly 
Angle presents an impressive and effective new trading 
system for individual traders interested in taking on the 
notoriously unpredictable and often volatile S&P 
market...and succeeding. Kelly’s modestly named S&P 
500 Pro-system is comprised of five separate “easy to 
apply core strategies, each designed to capitalize on 
a specific recurring human event in the S&P market. 

Individually, each of the five strategies at the heart of the 
S&P 500 Pro-system has performed well in historical tests 
over many years (see Chapter 6)...and each tends to 
identify a trade opportunity—on average—about 2 to 3 
times per month. Yet, when Kelly combined these five 
unique strategies—the Gap Buy and Gap Sell, the 
Average Buy and Average Sell, and the Big Bar Buy— 
into one linked central trading system, the end result 
was a remarkably flexible method capable of profiting 
in a wide variety of market conditions. A prolific 
professional trading system that pinpoints a new 
trade (on average) every’ two to three days. 

Though originally designed for (and applied to) the 
full-size S&P contract, today these five strategies have a 
prime new additional target market...the surging E-Mini 
S&P 500 market. This relatively new and accessible 
electronic S&P marketplace has opened up (and newly 
introduced) stock index trading to thousands of traders 
worldwide. Kelly Angle’s simple and straightforward S&P 
500 Pro-System now provides a systematic trading plan 
for capturing stock index profits in both the E-mini and 
full-size contract S&P marketplaces. And can realistically 
help you attain an S&P 500 TRADING MASTERY. 
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Kelly Angle runs his own asset management firm in 
New Canaan, CT. Now in his mid 40’s, Kelly has nearly 
20 years of market experience. His career choice was 
understandably influenced in 1978 when his father 
sold the family business for $2,000,000...and then 
proceeded to accumulate a 2,000 contract position in 
gold futures. Six months later that $2,000,000 was 
worth $100,000,000 in open and closed equity. The 
market lessons Kelly learned while witnessing this 
phenomenal success first-hand became the subject of 
his first book titled, "One Hundred Million Dollars In 
Profits” (published in 1989). 

Kelly has long since carved out his own niche in the 
trading industry, having run a highly ranked and highly 
regarded newsletter/advisory service known as 
"The Timing Device” for 9 years (from 1986 to 1995). 
Currently, Kelly is primarily involved in trading systems 
research, and the implementation of his investment 
programs for the purpose of managing client funds. 
Kelly Angle is married and has two sons. 
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Introduction 


In 1989 my first book, One Hundred Million Dollars in Profits -An Anatomy 
of a Market Killing was published. Twelve years later, in 2001,1 finally put the 
finishing touches on just my second book ever - the book you now hold in your 
hands - S&P 500 Trading Mastery. Of course, a great deal has transpired in the 
interim, both in the trading industry as a whole and in my own personal experi¬ 
ences with the markets. I think it’s safe to say my own knowledge about trading 
is far, far greater than it was when George Bush, Sr , was president. And a large 
part of what I see as my growth as a trader has come about through the work our 
firm has done in the research and development process of designing systematic 
trading programs. In our research we’ve gone down some new paths and turned 
over many, many rocks; and from this experience we’ve learned a great deal 
about which trading strategies flat out do and do not work. The bottom line on 
systematic trading programs has proved to be - for me at least - that most if not 
all trading strategies will probably work in the markets at some point in time. 
Yet when you look at results over extended time periods, only a precious few 
strategies continue to look promising (with the vast majority of others eventu¬ 
ally proving themselves to be not worth the time or risk capital to pursue). I’m 
guessing it won’t come as a surprise to you to learn that a central focus of this 
book is squarely on a small handful of those “promising” strategies. 

Five specific “easy to apply” core strategies are spelled out, each one of 
which can be - and has been - used effectively for trading the perpetually popu¬ 
lar S&P market. Though originally designed for (and applied to) the full-size 
S&P contract, today these strategies have a prime new additional target market 
. . . the surging e-mini S&P 500 market. And it’s on this relatively new and 
accessible electronic S&P marketplace that you’ll find another central focus of 
this book to be. 

With the writing of S&P 500 Trading Mastery behind me now, my days 
currently are primarily involved in research, and in the implementation of our 
investment programs for the purposes of managing client funds. And though I 
am involved in the management end of the business, I do fully recognize and 
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understand that the need many people feel to be the masters of their own destiny 
is very strong. In the pages to follow I think you’ll see that the trading strategies, 
and the trading system, that lie at the heart of this book, are taught (and made 
available) in a manner that will appeal to everyone. The independent “do-it- 
yourself” crowd, as well as those individuals more inclined to delegate some (or 
all) of their trading decision making, will all find the material disclosed herein 
to be practical and usable. 

One healthy word of caution up front here though. I would encourage you 
to be careful and have a clear understanding of why you want to trade the mar¬ 
kets, and what your true objective is in being involved with the markets. A 
certain healthy level of self-awareness as to why you’ve taken on the challenge 
of trading will not only help you in evaluating whether the ideas I’ll be sharing 
in the chapters ahead are of genuine value to you, but it may also help you steer 
clear of some of the people (who are out there) looking to take advantage of less 
sophisticated traders through seductive marketing campaigns. Understanding 
your purpose for trading, and keeping your eyes open, can save you a lot of time 
and money in the long run. 

Now, in order to establish some credibility in your eyes, and to establish my 
level of expertise in trading the markets and implementing systematic trading 
programs, let me share with you a brief history about myself. 

I am currently in my mid 40s and have nearly 20 years of experience with 
the markets as a full time professional. I have been married to the same woman 
(my wife Kim) for most of that time, and have two boys ages 16 and 11. My 
business career began with my father’s independent oil and gas company. In 
1978 he sold a liquefied helium plant for 2 million dollars and accumulated a 
2000 contract position in gold futures. Six months later his 2 million dollars 
was worth 100 million dollars in open and closed equity. What he had accom¬ 
plished, needless to say, impressed me, and I began my own trek towards edu¬ 
cating myself about the markets. (Incidentally, our primary business was oil 
and gas exploration and production. Early on I developed an understanding of 
how oil and gas wells eventually stop producing, and honestly didn’t believe 
there was enough oil and gas in the mid-continent of the United States to sustain 
another generation. This assumption has since proven to be correct.) 
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Looking for a way to be a part of the industry, in 1985 I started a newsletter/ 
advisory service known as the Timing Device, and in 1986 began being moni¬ 
tored by an independent company known as the Commodity Trader’s Consumer 
Reports. In 1986 my service was ranked as having the highest average profit per 
trade for that year. The service then spread worldwide within only a matter of 
months. 

Soon thereafter, clients began allocating funds to us to manage, kicking off 
my management career. We produced the newsletter for nine years, and our 
service proved to be one of the most profitable over the entire period (as com¬ 
pared to all the services monitored). In 1994 our service was ranked the second 
most profitable as monitored by the Hulbert Financial Digest. That was out of 
approximately 160 services monitored. In 1995 we devoted all our efforts to 
managing funds and trading research. 

I will readily admit that, by profession, I am not in the book writing busi¬ 
ness. I believe that’s a good thing for anyone interested in my techniques or 
services. Instead of working on my next title or seminar, I’m spending all of my 
time thinking about how we can improve performance in the markets. Perfor¬ 
mance in the markets by and large determines the size of my income and conse¬ 
quently dictates my daily work schedule. I think the bookshelves are littered far 
too much by authors who are spending their days writing about the market, 
rather than trading it. 

Wishing you all the very best in all your market endeavors, 

Kelly Angle 
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Those we must thank for the opportunity to write this book... 

Most people who take the time and effort to write a book feel compelled to 
thank those who helped make it possible. This information doesn’t mean a whole 
heck of a lot to the reader. Yet, because I only seem to find the time to write a 
book about once every 15 to 20 years or so, it’s kind of a big deal to me and 
those with whom I work and live. 

I would like to thank my wife Kim, who has had to put up with my absence 
for those many hours that it’s taken in order to put together this manuscript. 
Because my days are spent running a business, most of the time needed to write 
this book came during that part of the day usually spent with her and our two 
boys, Keane and Keck. All of them have had to experience my absence which 
has helped me appreciate our time together that much more. 

My associate, David Abbot, must also be acknowledged for his time, effort 
and contribution to our company. His dedication along with his “can do” spirit 
is very much appreciated as well. 

Also to the people at Windsor Books, who have given me the opportunity to 
write down my thoughts on the subject at hand and make an effort to get this 
book into the hands of those who are dedicated students of the market. 
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Pre-System 




Chapter 


Embracing the 
S&P 500 E-Mini Market 

With the stock market’s ongoing widespread popularity and the proliferation 
of the personal computer, the S&P market is accessible to - and is being ac¬ 
cessed by - literally anyone who wants to participate. Interestingly, at a recent 
investment show, I saw the moderator ask a room full of several hundred people 
(the majority of whom were S&P traders) how many of them made and executed 
their own trades in the markets. Almost all hands went up into the air. The 
moderator then asked the group, “How many of you would continue to direct 
your own investments knowing you’d achieve a higher return if you delegated 
the process over to an investment professional?” More than 25% of the hands in 
that crowd still remained up in the air. The obvious conclusion being: People 
who want to trade for themselves are going to trade on their own regardless if it 
costs them in terms of the rate of return on their assets. This fundamental reality 
regarding the nature of market participants holds true for not only the S&P mar¬ 
ket, but for all markets. And you’ll soon see that I’ve factored this reality into 
the presentation of the core trading ideas in this book, making sure my tech¬ 
niques are accessible - and practically usable - to both camps of traders. Those 
who prefer to delegate trade execution responsibility to professionals, and those 
who don’t. 

We will be touching on many subject areas in the pages that follow. Some of 
it may end up seeming a little repetitious, which is only indicative of how im¬ 
portant these topics are. My guess is that, regardless of your degree of experi¬ 
ence with the markets, you will learn something new and valuable in the pages 
ahead you can use today and well into the future. 
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Our particular area of expertise is in using systematic trading strategies in the 
highly leveraged markets traded on the futures exchanges. Of course, much of 
what I’ve learned over the last 20 years can be applied to trading the markets in 
general. However, as the title of this book suggests, we will be concentrating 
and focusing on how to apply our experience specifically to the S&P 500 mar¬ 
ket; with an emphasized focus on the S&P 500 e-mini market. 

The S&P 500 e-mini futures contract is designed to mirror the movement of 
the major stock index that just about everyone knows by the same name. The 
futures exchange offers a full size contract and a one-fifth size contract that is 
available for trading on the Globex electronic market. 

The S&P 500 e-mini market is a good market to trade because it is very liquid 
and offers the trader a great deal of price movement during the course of a trad¬ 
ing day. Unlike it’s big brother, often referred to as simply the “full size con¬ 
tract,” it is a smaller market that allows greater accessibility with smaller levels 
of trading capital. 

We have developed an approach to market research and trading system de¬ 
sign that we believe is one of the best in the industry. Over time we have care¬ 
fully examined most of the conventional trading tools and ideas that have been 
published in the trading community. And all along we have maintained a re¬ 
search policy that restricts us from incorporating any conventional trading ideas 
into our systematic trading strategies. Doing this forces us to think and be origi¬ 
nal. We will share more about this research approach as we move on through 
the book. 

At the heart of this book you’ll find one of several trading systems that we’ve 
developed over the years. It is also accessible on a subscription basis through an 
affiliated publishing company known as Serious Market Tools, 11c. This trading 
system is tradeable through an exclusive group of brokers who are authorized to 
implement trading systems on behalf of our subscribers. These brokers will 
provide you with what we believe to be the most important ingredient necessary 
in using trading systems, and that’s discipline. Authorized brokers receive our 
trading signals through a unique “link” software that quite literally links our 
own trading computers directly with their computer by means of the Internet. 
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It’s not done with e-mail or instant messages. It is a much more efficient means 
of delivering our trade signals information directly to these brokers. It all hap¬ 
pens within a second or two of the trades being generated in real time, as the 
markets are trading. 

It is very unusual for us to reveal any trading system that we’ve developed to 
those outside of our own company. Even though we are revealing this trading 
system for the first time in this book, and I firmly believe it’s an effective trading 
approach, you’ll still find the system will prove quite worthless without the dis¬ 
cipline necessary to implement it. This is why we strongly recommend that all 
subscribers who use trading systems offered by Serious Market Tools, 11c use an 
authorized broker to implement them. This should ensure absolute discipline in 
the implementation process. Don’t underestimate the importance of discipline 
because, without it, all trading systems simply won’t work! 

There are three essential elements involved with using systematic trading 
approaches in the markets. First there is the research. Not a whole lot is written 
about how to do good research in developing quality trading systems. Most 
efforts in this area quite often quickly become very theoretical or mathematical. 
Then there is the creation of the trading system itself. For the most part, the bulk 
of what is written about systems trading involves the spelling out of the actual 
system itself, meaning there is little said about what the strategy is attempting to 
do in terms of the market action. And finally there is the all important element 
of the discipline necessary when using a strategy. Discipline is the most under¬ 
rated part of the process. If any of these essential ingredients are not imple¬ 
mented properly, the results will more than likely be unsatisfactory. 

I wish I could assure you that when all of these three ingredients are utilized 
properly you will never experience losses to any significant degree. Unfortu¬ 
nately, that is not the case. Losses are a fact of life in trading the markets and 
those who participate for the long-term must come to accept this. So even when 
everything comes together properly, there is still no guarantee of success. Con¬ 
versely, if any one of the essential elements is not given the attention it deserves, 
it will most certainly guarantee failure. 
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What this book should deliver that others may not... 

Before getting started writing this book, I spent a great deal of time combing 
the shelves of the major book stores, examining many of the recent books that 
had the words trading, on-line trading or day trading worked into their titles. In 
the financial publishing world, as I’m sure you’ve realized, on-line day trading 
has certainly been “the hot topic” with the market being flooded with books on 
the subject. 

Publishers, naturally, are in the book business to make money, and they know 
that interest in trading is higher today than it’s ever been. On-line trading has 
played a big role in heightening awareness to the general public primarily be¬ 
cause of the hands-on access it so readily brings. (Interestingly, I’ve noticed 
some publishers are even repackaging old books that have been out for a while, 
providing them with a new on-line title in order to jump on what’s perceived as 
the current money train in book publishing.) 

Some of the books I’ve come across were written by people I personally 
know, and a few of these authors I would even consider my friends. To say that 
the majority of books about trading are not worth buying only damages my 
credibility, because you and I both know that this cannot possibly be the case. It 
would not be very professional of me to make a blanket negative statement like 
this. 

But after spending significant time examining many dozens of books related 
to trading, the two words that I believe best describes much of this body of work 
would have to be “general information.” 

I personally have more than 20 full time years of professional experience in 
trading and researching the markets. At this point in my own learning curve, 
there are very few new ideas that I come away with when reading most of the 
books for sale. Certainly, if I were a novice who wanted to learn more about the 
subject of trading, or on-line trading, many of the books in the national book 
shops would be extremely helpful in getting me started, since many of them 
cover the basic essentials. 

But once you’ve learned the basics, where do you go from there? The whole 
motive for people wanting to learn the basics is to have a better chance of mak- 
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ing a profit in the markets. But what the vast majority of people discover, after 
they’ve learned the basics and have done a bit of trading on their own, is what 
doesn't work. Eventually many realize they need a very specific plan, technique 
or methodology to help guide their decisions each trading day. Without a spe¬ 
cific methodology or technique, the primary experiences and conclusions most 
people have evolve from the following scenarios: 

1) If they’ve made a lot of money from their first trade, their conclusion is: 
“This is too easy. I’d better learn how to really trade or this will never 
happen again.” 

2) Or if they lose a lot of money from their first trade, their conclusion is: 
“Trading is hard. I’d better learn how to really do this in order to avoid 
this from ever happening again.” 

3) Or if they trade for a while and barely break even, their conclusion is: 
“Trading is an expensive indulgence. I’ve never spent so much valuable 
time for so little profit. I’d better learn how to really do this in order to 
make better use of my time.” 

The other conclusion new traders often reach is that they should quit trading 
and do something else with their time. 

There are certainly variations on these experiences, yet the consistent theme 
that runs through the minds of most traders is the acknowledgment that they 
really better leant how to do this. 

Which leads me back to the problem I’ve had with most (or all) of the books 
that are published on the subject of trading or on-line trading. The problem 
being that how one defines a trading methodology is a matter of subjective defi¬ 
nition. Telling you to buy low and sell high, or buy high and sell higher, or sell 
lower and buy lower, might be someone’s version of a “methodology.” How¬ 
ever, in the real world of trading, this is far from getting close to describing a 
specific technique. 

Of course, this vague example is used to only prove the point that when I read 
any of the “sure fire proven ways” how readers can make easy big bucks from 
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using a particular technique in the market, I immediately recognize the neces¬ 
sary degree of subjectivity or discretion that is necessary to implement it. The 
most knowledgable individuals in the system trading business will tell you that 
nothing in this business is sure fire because you are always working in the un¬ 
known environment of tomorrow’s markets. 

My approach to the markets is systematic in nature, meaning if we have any 
ambiguity in what to do in the markets, we research it out so it’s very clear what 
should be done. This invariably creates an extensive research effort. Computer 
technology is ideal for implementing this type of approach. When you have to 
program a computer and tell it what to do, there is little room for discretion in 
using any methodology. Some traders like the aspect of having discretion be¬ 
cause it incorporates a thought process while trading. It has been my experience 
that making decisions on a discretionary basis will not produce a trading strat¬ 
egy that is statistically favorable to producing a long-term profitable result. When 
you make money from the markets using a discretionary trading approach, it is 
very difficult to know exactly what you did right, which impairs the ability to 
build a knowledge base for future reference. People tend to do the wrong things 
in the market at the right time. This is because emotions can play a significant 
role in the thought process. 

On a regular basis I encounter prospective clients who have developed some 
sort of trading plan. In almost every case, most are simply unfinished works in 
progress. Most people do not finish their trading ideas to the extent that they can 
be adequately tested as they lack specificity. Some of our best ideas in research 
have not been totally new strategies but rather have been discoveries about trad¬ 
ing programs that we’ve implemented for years. The “gold” in research is quite 
often from those ideas you previously thought were fully developed. 

The majority of books that are purporting to share ironclad trading strategies 
are almost always anything but ironclad. I say this because there is virtually 
always very little offered in the form of solid data to support the claim that 
whatever the author is touting as a quality and specific concept actually is. Yet, 
everything we do in the markets is painstakingly research based. Consequently 
we have a very strong confidence that the concepts we are working with warrant 
the time and money we invest in them. 
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I believe it is around this central point that this particular book distinguishes 
itself as being completely different from most books on trading. Not only are 
we going to present our readers with a very specific trading approach to trading 
the S&P 500 market, but we are also going to provide significant data to support 
and establish the quality of the ideas we are presenting. 

I must give the publisher of this book a lot of credit for their effort in provid¬ 
ing their readership with specific trading ideas and tools that can be applied to 
the markets. They refer to specific trading ideas as “the meat” of a book. What 
they mean by this term is that all of their books must have a specific idea the 
reader can apply to markets. And that is exactly what we have included in this 
book; very specific trading ideas and an overall systematic plan you can use in 
your own trading. 

Naturally, this then leads to a very common and logical question. If this 
trading strategy is so great, why would the author go out and publish it in a book 
instead of keeping it for himself, or for his company, using it for those clients 
who might place funds with him to trade in the markets? 

My primary reason for writing this book is, frankly, to expose the general 
trading public to just one example of the type of work that we are doing in the 
markets. The publisher has given us the opportunity to do this with the stipula¬ 
tion that we include some specific trading tools that we divulge to the reader. 
This has been a standard policy of Windsor Books for many years. 

You see, we currently maintain and service a quality group of clientele who 
are participating in our management and trading products with intellectual prop¬ 
erty that we’ve developed to use in the markets with the objective of producing 
a profitable result. That intellectual property includes trading systems and sys¬ 
tematic management programs that have been developed for many different ap¬ 
plications. Some of which include single market, short-term systems such as 
the one we are going to reveal in this book (and offer on a subscription basis for 
use in the S&P e-mini market). On the other end of the spectrum we have also 
developed long-term trend-following multiple market programs that require hun¬ 
dreds of thousands of dollars to capitalize. Of course we’ve also developed 
systems that fall somewhere in between these two types of applications. 

I realize that may sound like we’ve developed dozens upon dozens of sys- 
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terns, yet that is not the case. Well researched trading systems are not created 
quickly or easily. I would have to say that over the last 10 years our office has 
probably come up with a total of about five or six quality concepts that are 
original and warrant usage in the markets. As we use these concepts in the 
markets, we are continually doing research and learning more about how they 
operate all the time. 

I might also add that not all of these trading ideas can be applied in the same 
manner to the markets. Some of them are based more on portfolio design, while 
others make entry and exit techniques the priority. Most individuals think that a 
good trading idea is great for all applications, yet that’s not the case. Unfortu¬ 
nately, it requires extensive experience with a lot of different applications in 
order to properly understand how an idea should be appropriately applied. 

The S&P 500 trading system that we are going to reveal in this book is a basic 
version of the S&P 500 trading system that is available for subscription through 
our publishing company called Serious Market Tools, 11c. The system shown in 
this book is an excellent system of the highest quality and is “cut from the same 
mold” as (i.e. - very similar to) the system used in our service. However, out of 
obligation to our current subscribers, who are paying many times more than the 
price of this book, we are not revealing the identical system that is being used on 
their behalf. It is similar in concept, but it is not the same system, because we do 
not want to compromise the long-term interest of clients who have elected to 
subscribe to our service, nor the long-term interest of brokers who have placed 
their reputations on the line by recommending our products to their clients. 

What I have attempted to do here is strike a balance. I feel I’m offering 
quality useful trading information to readers of this book, exposing those read¬ 
ers to the type of system at the heart of my subscription service, while at the 
same time still safeguarding both the intellectual property guiding that service 
and the interests of the subscribers themselves. 

Of course, Richard Dennis - the original mentor of the Turtle trading group - 
once said that he could publish his complete trading system on the front page of 
the Wall Street Journal and within a week no one would have the discipline to 
apply it to the markets. 
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From my own experience I believe Mr. Dennis is not entirely correct, but 
rather is probably around 85% correct in the point that he is attempting to make. 

Obtaining knowledge about a useful trading strategy is the easy part. Apply¬ 
ing it with a consistent level of discipline is the more difficult part of the equa¬ 
tion. You may know what to do in the market, but being in a position to take 
advantage of the strategy requires a great deal more investment of time. And 
that’s something the vast majority of people trading on their own are not willing 
to invest. I honestly believe that a lack of discipline prevents at least 85% of 
people from getting the real value from a quality trading approach. 

I know this to be fact from the nearly 10 years of experience I’ve had in 
offering trade signals from my own advisory service. Over that entire time 
period we were ranked at or near the top of performance by independent ranking 
services, yet still had to replace about 85% of our subscriber readership each 
year. For many years this continually baffled me as I always thought that if one 
built a better mousetrap the world would beat a path to your door. Things are not 
quite that simple. 

The only conclusion we could make for the consistently dismal renewal rate 
to our advisory service was that most subscribers could not consistently imple¬ 
ment the trade recommendations as published. Therefore it was impossible for 
them to receive the benefit of our research in the markets. 

Even if some of our subscribers had brokers implementing the trades on their 
behalf, the subscribers would confer with their implementing brokers and over¬ 
ride the trade orders as recommended. The results usually ended up much worse 
than if they had just stuck to our recommended game plan. Implementation is 
important, and implementation with discipline is even more important. Most 
people do not have the capability of sticking to even the best of trading plans. 

Now then, if this is true, why should I worry about publishing an existing 
trading system in this book? Past experience would seem to indicate most read¬ 
ers of this material won’t have the discipline to implement our trading ideas 
anyway. To a large degree I agree with this statement. I guess if all I did was 
write books and give seminars I wouldn’t care what the ramifications would be 
after offering disclosure of our intellectual property. Unfortunately, my primary 
income is directly related to the performance of what we create and use in the 
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markets. Let me repeat this again, but in a different way. The vast majority of 
my income is entirely dependent upon the performance that we generate from 
the markets, which should partially explain my “overprotectiveness.” 

In addition to the specific trading techniques that we offer in this book, I also 
intend to provide you with some conceptual knowledge that will help with your 
overall approach to the markets. 

In my search for knowledge about trading, the conceptual truths in trading 
have had a far greater benefit to me than any one specific trading technique. 
Using the almost trite biblical adage as an analogy, teaching you to fish is a 
better long-term proposition than just giving you a fish. When you under¬ 
stand which is the more appropriate way to trade, you will ultimately become 
more self-sufficient in your own trading. In writing this book I hope I’ve 
created a kind of “timeless” work with a longer shelf life that will survive and 
outlast the “hot trading topic” of the moment. A work perhaps in the same 
vein as the classic stock market book by Edwin Lefevre, Reminiscences of a 
Stock Operator. 

Why has Reminiscences . . . remained so popular over the years? There’s 
nothing specific in it pertaining to trading techniques, and there are no charts or 
graphs. Where’s the appeal? The first appeal is simply in that it touches on a 
few of the very simple truths in trading. Concepts that can swirl around in your 
own gray matter and that may someday spark an idea that will be truly original 
and powerful in the markets. Conceptual thinking is the cornerstone to original 
market research, and that’s what gets me excited in my work with the markets. 
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Electronic Trading - 
Is the Playing Field Really Changing? 


A few weeks ago while in Chicago I took a break between business meetings 
and went over to the spectators’ gallery overlooking “the bond room” at the 
Board of Trade. This trading room could easily hold a professional basketball 
floor, surrounded by huge electronic price boards showing all of the major stock, 
debt, currency and commodity markets for those trading in its open outcry rings 
below. Looking out over this expanse of traders and technology, I’m always 
struck by the blending of the old and the new. The “not quite anachronistic” 
open outcry rings, which seemingly do still get the job done efficiently, com¬ 
mingled with state-of-the-art communications technology. 

Of course it’s been rumored for years that the days of open outcry trading are 
numbered. Computers are now facilitating every facet of trade transactions in 
an increasing number of markets. Europe and the United States are electroni¬ 
cally linking their markets so more can participate around the clock. With the 
growth in computers facilitating the buy and sell process, quote terminals are 
ending up on the average guy’s desk by way of his own personal computer. 
With the appropriate execution software networked through the Internet, any¬ 
one who owns a computer can access these markets with a click of a mouse. 

A market is only viable if it has (and continues to attract) participation from 
those wanting to trade it. As an example, we recently dropped the infamous 
Pork Belly market from our portfolio as open interest dropped so low it no longer 
had enough volume to trade. As we discontinue trading this market, others will 
probably do the same. Eventually Pork Bellies may no longer be practical to 
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operate profitably on the exchange due to a lack of trading volume. Quite sim¬ 
ply, this is how markets on the exchanges come and go. 

This same logic applies to electronic markets as well. Just because a market 
is available to trade at 3:00 am doesn’t necessarily make it a viable market. 
People still have to sleep, which to a large degree determines when a market will 
experience it’s greatest flow of trading volume. In an ideal scenario, creators of 
these electronic markets would have a market so popular that as the sun rises in 
different parts of the world, those waking up are actively and continuously par¬ 
ticipating, thereby creating a market with significant volume throughout a full 
24 hour trading session. 

But the “ideal scenario” is not the reality yet. Consider the S&P market. 
Quite often the S&P 500 market in after hours electronic trading can move as 
much as 2% of its value with only a couple of hundred contracts. This type of 
volume is a very small fraction of the market cap of this stock index, and can 
force the cash market price to open dramatically different from the close of the 
previous day session. There is something seriously wrong with a system like 
this. Large portfolio managers in the stock market certainly can’t understand 
why this is taking place, but this does in fact occur regularly during the night 
trading session. The overnight market creates market anomalies that would not 
have occurred if there was no overnight market trading session. 

As more and more markets attract more volume through their electronic sis¬ 
ter markets, the open outcry markets are at risk of losing more and more of their 
trading volume. The “real” market is where the volume is. When there be¬ 
comes enough volume in the electronic markets that institutional participants 
can easily trade their large sized positions through the electronic medium, it’s 
just a matter of time until their open outcry counterparts will lose their volume. 
It will be interesting to see the degree to which the electronic markets impact the 
open outcry process. 

Of course, for the time being, the computer systems that handle the electronic 
markets are vulnerable to breakdowns. Computer problems can and do occur at 
the exchange level and the clearing firm level. On this front you could then 
argue that the open outcry markets are much more reliable. Unless there’s a 
power outage in the exchange, or some act of God that prevents pit traders from 
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getting into their rings and making a market, the open outcry system remains a 
very reliable system of trade facilitation. 

Yet, as backup systems become more prevalent and more dependable for the 
electronic markets, reliability will become less and less of an issue. How often 
does your phone go out? Almost never. When reliability becomes less of an 
issue, the existence of open outcry trading will become even more difficult to 
justify. 

Don’t get me wrong, I am not advocating the demise of the open outcry sys¬ 
tem, as I believe it serves the industry very well (and has for decades). Of 
course, in the first half of the 20th Century, no one could have foreseen the fact 
that humans would find a much more efficient, computerized version of facili¬ 
tating trades. Today, in spite of the occasional breakdown, electronic markets 
are indeed undeniably more efficient. 

Still, there are a couple of downsides to the computerized version of facilitat¬ 
ing the trading process. The biggest question is how an electronic system will 
respond in an usual market event. Will the software and hardware that’s in place 
do what it is theoretically meant to do during events of extreme volatility? Fact 
is, even open outcry systems are “tested” during extreme market activity. 

In the case of the Crash of 1987 (the most significant “grand scale” market 
event in my lifetime), many of the locals who are paid to make a market simply 
walked off the trading floor. The volatility was so great it wasn’t worth the risk 
for those market makers to jump in and take the other side of a trade. The 
emotional response to the volatility in some ways helped exacerbate the prob¬ 
lem, in effect making the situation worse because people were involved. This 
would be another argument to no longer use the open outcry system. There are 
no emotional components when computers are involved. Computer programs 
designed to facilitate a trade from one party to another will do so without any 
degree of emotion. In some ways this is good. Yet, if the programs find them¬ 
selves in uncharted waters in terms of market activity, a doomsday scenario 
could take hold that is difficult (or impossible) to rectify as it plays out in real 
time. In an electronic world that goes haywire, who will be there to pull the plug 
when systems overload? 

Of course, exchanges could just throw a switch and decree that a market is 
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going to be closed until everything gets sorted out. However, after the smoke 
clears, as in the aftermath of most market disasters, the news will probably not 
be very good for anyone who held positions or was actively trading prior to 
pulling the plug. 

Apart from the mechanical failures that electronic computerized trade facili¬ 
tation can create (I can think of several doomsday scenarios), there is still the 
problem of too many neophytes participating in an activity that can tip the scales 
and lead to a market disaster, a disaster the likes of which the Securities and 
Exchange Commission has spent three quarters of a century trying to prevent 
ever since the 1929 stock crash occurred and led to such an awful economic 
depression. 

Today, market information is readily attainable by one and all. It is, of course, 
the Information Age. Yet, back in the early days of Wall Street, information was 
a valuable commodity that was parceled out to the privileged, or manipulated 
for the masses. In today’s world, the one thing the average person is not lacking 
is information. 

Access to the markets is also significantly different in today’s market as com¬ 
pared to the early part of the 20th century. Through personal computers people 
now have access to thousands of sources of information and the capability of 
plugging their computers right into the markets themselves. Millions of people 
can now avail themselves of direct access to many of the major markets that are 
electronically traded. But is everyone destined to be a profitable trader just 
because he or she has access? 

When you look at the markets on a macro basis, it is mathematically impos¬ 
sible for the masses to be profitable in the markets. Because in spite of what you 
may believe about value investing from the fundamentals, the only way you can 
profit when you buy a stock is for a lot of other people to buy it after you do (if 
you discount any dividend income). That’s it! Company profits do not make 
stocks go up. Sure, company announcements proclaiming that profits for a par¬ 
ticular quarter exceeded expectations can make a stock go up. But company 
profits by themselves cannot make a stock price go up. You only profit from 
your stock ownership when enough latecomers come to the party after you’ve 
already arrived. 
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In some circles this is called the “bigger fool theory.” I prefer to refer to it 
as the “minority of players who perceive opportunity before everyone else 
does are the ones who are most handsomely rewarded” economic theory. It 
sounds a little simplistic but it is absolutely true. The 1960s and 1970s were 
dominated by very profitable companies whose stocks went absolutely no¬ 
where. If you don’t believe me, get out your historical stock charts and look 
at those sideways markets that went flat for years. 

At that time the stock market was not the investment of choice for the vast 
majority of Americans. In the late 1990s (into early 2000) stocks were, in 
fact, the primary investment choice. Today the stock market is still the first 
choice because the baby boomers want to retire and live off their assets. Per¬ 
sonally, I think the jury is still out as to whether the vast majority of Ameri¬ 
cans who are of the boomer generation are mathematically going to be able to 
pull this retirement deal off. It is my conclusion that for “comfortable boomer 
retirement” to happen, the average annual salary that the generation behind 
the boomers must earn is somewhere in the range of $400,000 per year (in 
order to continue to fuel average annual rates of returns generated by the stock 
market on par with recent years). 

How did I come up with that lofty salary number? Well it is an admitted 
estimate. However, after you check the number of people behind the baby 
boomer generation, and the amount of capital necessary to continue to in¬ 
crease the Dow Jones Industrial Average from its current level (with a similar 
rate of return that we’ve seen over the last five years), you can get to this 
$400,000 annual income figure pretty quickly. Even if I’m off a hundred 
thousand dollars or so, the point is the baby boomers are going to need a lot of 
“bigger fool capital” coming from the generation that follows them in order to 
see comparable rates of return to what they grew accustomed to in the late 
1990s. 

We are at or near a point in the stock market where a mere continuation of 
the 15 to 20 billion dollars of new investment capital invested each month is 
becoming a significantly smaller and smaller percentage of the overall capital 
pool that makes up the stock market. It is now a mathematical impossibility 
to expect the generation that follows the Boomers to push the Dow up to 
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30,000; which is a 20% compounded gain for each of the next five years. (As 
of this writing the DJIA is at around 10,000.) 

Maybe the new capital will come from other countries. However, it will be 
impossible for all of the capital to come from the younger generation (that fol¬ 
lows the baby boomers) from the United States alone. If we look at our country’s 
youngest generation, I believe we will have another tremendous stock market in 
our future. There is a population bulge in our youngest generation that should 
fuel a bouncing up-market when they finally enter the workplace. Yet, because 
the physical number of people that immediately follows the Boomer Generation 
is not particularly high, we could see a period of 10 to 15 years with flat to down 
markets. That’s based simply upon the number of bodies who are able to invest 
in the stock market in the foreseeable years to come. 

The other drag on the future potential upside of the stock market is the fact 
that all of the World War II generation will be coming to their demise in the not 
so distant future. This particular generation is the wealthiest generation in the 
history of the world, and by certain estimates they currently control anywhere 
from 13 to 18 trillion dollars (that’s with a T) in assets in the United States alone. 

As this generation leaves the planet for the great beyond, their assets will 
have to be redistributed to the government and/or to their heirs. The assets left 
behind will be in the form of real estate, business, insurance and other invest¬ 
ments such as stock. Their stock certificates will be one of the most liquid assets 
that they own, and will be a ripe target for liquidation in the event that cash 
needs to be raised by estates. 

By our present calculation, if only about 7% of the total sum of the oldest 
generation’s assets should come out of the stock market, it would cut the Dow 
Jones Industrial Average by about 50% from current levels (as of this writing 
that would mean going from the current 10,500 down to 5,250). 

In talking with stock market portfolio managers about this event, most say 
that the heirs will most likely just hang on to the stock for their own retirement 
and not liquidate. For the few who do not need the cash, this will probably be 
the case. However, most will be tempted to liquidate all, or a portion of, the 
inherited stock holdings in order to pay for things that have a greater short-term 
demand. 
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At this time we are right on the brink of what I call the “great distribution 
period of the 21 st Century.” This is a very real event the market will have to 
contend with. It may be a boon to the economy as more capital is being redis¬ 
tributed, but it isn’t necessarily a boon for the stock market. On the contrary, I 
think it could potentially put a drag on the stock markets for years to come. 

Beyond these fundamental facts that will be coming into play sometime in 
our future, the prospect of so many individuals getting hooked on the market is 
an event that’s intriguing in its own right. With an increasing number of retir¬ 
ees, and easy access to markets through PCs, a growing pool of people have the 
time and resources to make studying the market one of their pastimes. 

Let’s step back and take a long hard look at what is taking place today. Just 
because people have the time and the resources to make trading the market their 
career, doesn’t change the fact that only a minority of people who participate in 
the markets can significantly profit. It is my contention that the success of the 
majority simply cannot happen because it is impossible for the markets to re¬ 
ward the majority of its participants. 

In addition to these fundamental reasons that might derail expectations in the 
stock market, there is a downside to having too many novices participating in 
stocks. More and more people do in fact desire to control their own destiny by 
trading the markets, yet I see this group of people potentially becoming the 
Achilles heel of the stock market. Putting aside the other fundamental forces 
that might put a top on the great bull market of the 1990s (that began unoffi¬ 
cially, according to my calculations, in August of 1982). I believe the latecom¬ 
ers to this 20-year-old stock surge will make the market vulnerable. And my 
guess is that it won’t be very pleasant. 

If you don’t believe me, then consider this. In talking with many brokers 
who are offering on-line or electronic trading services to clients, I’ve asked them 
about the financial success of those clients trading their own accounts in the 
stock and futures markets. And just so you understand, I wasn’t targeting day 
traders or position traders. I just asked them an open-ended question about the 
financial success of those clients taking a hands-on approach to their trading 
decisions. In almost every case most or all of their clients who trade for them¬ 
selves were not profitable. Still, many of them continue to trade, and would 
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rather do it themselves, rather than delegate the process to a professional (even 
if the professional would make a greater return for them). 

You would not be reading this if you weren’t interested in trading the markets 
yourself. Of course, that’s fine. Yet, it’s essential you recognize that trading is 
not as easy as the seminar givers would have you believe. Trading is difficult, 
regardless of your time frame. It requires capital, time and a whole lot of disci¬ 
pline; and in my opinion discipline is the greatest hurdle that most traders have 
to overcome (even if they are professional money managers). 

Knowledge is the way to start to become a good trader, and reading quality 
material is the most efficient and inexpensive manner to accumulate this knowl¬ 
edge. Trading experience is the next step. The knowledge that is most memo¬ 
rable will come from the mistakes you make in the markets with real capital 
under real conditions. This is the difference between paper trading and actual 
trading. It’s like the driving range versus the golf course. Something happens to 
your swing and to your head when you pick up your bag and head to the first tee. 
It’s an intangible that I completely respect, and anyone learning to trade should 
respect it as well. 

The greatest upside to having new trading rookies coming into the markets is 
that they bring fresh capital into the markets for the professionals and experi¬ 
enced players to take advantage of. Not that all professionals will benefit, but 
certainly the pros have an edge over the novices. Professional traders need 
these participants to produce their profitability. Without new participants you 
have a lot of professional traders hacking around with each other trying to eke a 
profitable return from a price environment in which a lot of people are doing a 
lot of the right things in the markets. When you have a group of undisciplined 
novices coming to participate, it can only make it better for those who have 
survived over time with an understanding of what’s appropriate trading action. 

As you set off in search of your financial destiny through trading the markets, 

I think you deserve to know some of the fundamental road blocks that lie be¬ 
tween you and your financial goals. 

If you are a novice with less than a year’s experience with the markets, much 
of what I might touch on in this book may appear to be irrelevant at first glance. 
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I find that those who have had three to five years worth of trading experience 
tend to identify with the ring of truth in what I’m saying. People relate to trad¬ 
ing information in terms of where they are in their own learning curve. 

Novices tend to have big dreams and unrealistic expectations. That’s fine, 
and to be expected. Proper perspective only comes through experience. Natu¬ 
rally, though, there will be a certain percentage of readers who have experienced 
enough on their own already to relate to our “tell it like it is” approach. I person¬ 
ally prefer working with these type of people rather than deal with those who are 
in search of the easy and certainly unrealistic perception that profitable trading 
over the long haul is like falling off a log. I believe riches can be found in the 
market, but it takes a lot of commitment and dedication, which are two words 
that are never used by the pitchmen selling “get rich now” trading products. 

My reputation is important to me and, quite frankly, anybody who cares about 
their credibility simply cannot go around making these proclamations that are 
more on par with the late night cable television infomercials that imply instant 
and easy success. 

1 believe those wanting to trade the market themselves need to truthfully 
answer a few very serious questions. 

1) How is it that you are at a place in time where you have both the time and 
resources to trade the markets? Did your success that created this opportu¬ 
nity really prepare you to be successful in the markets? And why is trading 
the best option for you now that you find yourself in this unique position? 

2) If you don’t have the time and resources to trade the markets, can you afford 
to divest your energy away from your “day job” in order to leam enough to 
eventually become profitable? 

3) Are you trading for something other than to earn a net profit? It turns out, 
most people are not trading to make money. Often, it’s for other reasons, 
and most people are not aware what those reasons really are. 


31 



S&P 500 Trading Mastery 


4) Ultimately what are you trying to achieve, and is trading a viable means to 
reach your goals? 

I realize these are “straight to the point,” hard hitting questions. Yet, every¬ 
one should know the answers to each of these questions before they trade. If the 
answers lead towards a trading career, then proceed and never look back. How¬ 
ever, if the contrary is true, then perhaps you should consider an alternative 
course of action to meet your objectives. 

I’m sure most people don’t realize this, but there are those who have made 
seven figure incomes, not from trading the markets themselves, but from know¬ 
ing who the best managers are. Your financial objectives can absolutely still be 
met, and can still be met through trading, if you can identify the best managers 
available. The use of managers is an option and an alternative no one should 
rule out. 

Many of the things one learns in the attempt to become a better trader can 
also be applied in helping select appropriate managers (or selecting trading sys¬ 
tems that brokers may implement on their behalf). Knowing how to select ap¬ 
propriate trading managers (or tools where someone else supplies the discipline 
to implement them) requires a similar knowledge about trading. It also requires 
a similar discipline in working with a pro who can do the best job for you. 

I know the vast majority who read this book are going to feel this last para¬ 
graph has very little meaning for them. But I honestly advocate this alternative 
for consideration as an option to those who find themselves in a position where 
they have concluded they no longer can directly participate in trading the mar¬ 
kets on their own. By choosing this alternative course towards participating in 
the markets, traders find they still do utilize their knowledge and tap their expe¬ 
rience. Except now they don’t have all the trade decision responsibilities. 

The heading of this chapter asks the question, is the playing field really chang¬ 
ing due to electronic trading? Part of answering that question correctly involves 
understanding that even though we are heading towards electronic order facili¬ 
tation, we’re still trading, and trading is an art form that is learned and perfected 
only among the minority of players. Keeping losses small and letting profits run 
is still as relevant today as it’s been in every freely traded market since the 
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beginning of time, even though your trade today is being placed with a simple 
point and click. 

The on-line portion of the scenario is what is changing and evolving. Changes 
in the mechanics of trading are what is mostly affected in the electronic world. 
The bells and whistles that come with today’s execution software makes the 
trading process seductive and lightning quick, which has more to do with the 
mechanics of execution, rather than trading the markets appropriately. 

People figure this out by the mistakes that are made along the way. Like the 
story of a trader’s cat buying his owner a 15 contract S&P 500 e-mini position 
by jumping on his computer’s mouse on his desk while his on-line trading soft¬ 
ware was activated. The owner calls the broker to verify the trade and through 
the telephone you hear the screeching response of the cat being “dismissed” 
from the trader’s desk in disgust. As the trader hangs up the phone you can hear 
him voicing his displeasure with the cat that just cost him thousands of dollars in 
losses. 

Some traders are being seduced by the “action,” and as a result certain indi¬ 
viduals are now placing hundreds of trades in a single trading session. It is 
virtually impossible to generate a net profit at this level of trading activity, con¬ 
stantly attempting to scalp a tic or two out of the market repeatedly several times 
a day. Discipline goes out the window and the real financial winner is the broker 
receiving the commission when overtrading takes place in the account. Of course, 
over time, the client grinds both his capital and himself into oblivion and even¬ 
tually decides that trading is not for him. 

Statistics suggest that for every two traders getting involved with electronic 
on-line trading there is one trader closing out his account due to loss of capital. 
It’s the fastest growing part of the brokerage business, but the commission mar¬ 
gins are small and the clientele group is highly rotational (meaning they come 
and go very quickly). 

As far as the longer term big picture goes, traders are coming in and out of the 
industry in record numbers. Brokers are forced to replace this year’s clients 
with a whole new group the following year. I have to ask the question, what’s 
going on here? The brokerage companies are simply fulfilling a need of the 
public. So what is this need? It’s the need to pull the trigger. 
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Being prepared to deal with the electronic trading revolution is really about 
getting prepared to pull the trigger. Because if you are not prepared, then I can 
make an instant prediction what will happen. And don’t blame the brokerage 
companies who have provided you with access to these markets for your unfa¬ 
vorable results. They do not have a stake in your profit or loss. They get paid 
every time you click your mouse with a buy or sell. 

Without a specific trading plan and without trading discipline, statistics sup¬ 
port the cold hard fact that this high speed world of trading from the comfort of 
your home is going to ultimately cost you a portion of your net worth. Not to 
mention the time and emotional price tag of feeling like you’ve done something 
unwise, or even foolish. 

What I want to accomplish in this book is to open your eyes to what trading is 
really all about, and provide you with the very specific means with which you 
can approach trading the S&P 500 e-mini market. This is the fastest growing 
market in the electronic trading world, and that means it is very efficient to 
trade. I will specifically address the merits of this market, and the particulars of 
my S&P trading system, later on. 

In summary, if you want to avoid being one of the electronically terminated, 
you will enter into this activity with the seriousness that it deserves. If you do 
this you will avoid a lot of disappointment. Understand that it’s the quality of 
the trading decision that matters most, not whether an order is entered (and 
handled) electronically or not. Though much about the trading “playing field" 
has changed in the on-line era, the need to make sound, fundamental trade deci¬ 
sions hasn’t. If you’re willing to adopt a seriousness of purpose - and put in the 
necessary effort to leam what works and why - you will avoid a lot of disap¬ 
pointment. And if this book helps move that education forward, I’ll feel it’s 
served its readers well. Dedicate yourself to preparing for success and success 
has a much greater probability of becoming the end result. Not just with trad¬ 
ing, but in anything you do. 
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Trading Systems Research 
and the Prospects for Profit 


With the burgeoning popularity of electronic trading, computers and the 
Internet, the trading landscape and trading opportunities are changing dramati¬ 
cally. Yet, humans are still the primary operatives doing the trading. Defining 
trading in terms of the underlying human behavior is very important in develop¬ 
ing systematic trading strategies. If this isn’t done, if trading is not defined in 
terms of human behavior, the systems that you develop will be nothing more 
than mathematical exercises. You want to avoid the error of using optimized 
and curve fitted strategies that have been developed on a series of historical 
price data. The price stream used to build those strategies will invariably never 
repeat itself ever again, and the resultant strategies will be extremely inadequate 
to be employed in the unknown world of tomorrow’s markets. 

The best kind of research is that which is based upon recurring human behav¬ 
ior, and it’s exactly that kind of research that has helped shape the systems and 
strategies in this book. I believe it’s the key to producing systems that have a 
high probability of success in the future. 

The true essence of our work is in the genuine quality of the research. There 
is no book I am aware of that addresses the “Zen” of good trading research. Zen 
here meaning exactly what has to go into the research in order to produce a 
trading system that has a high probability of producing a profit in the markets of 
tomorrow. 

Sure there are books that deal with mathematical ways in which to evaluate 
trading systems; however, this has nothing to do with constructing quality 
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strategies. By the time you are evaluating systems, the research part clearly is 
already over. 

How one conducts research, the assumptions made in terms of operating costs, 
size of capital, performance volatility, entry/exit techniques, capacity limits and 
degree of diversification, all contribute to the results of a trading system. Each 
of these components will make its own contribution towards profit and loss. If 
you don’t fully understand how each component of a trading system makes its 
individual contribution, you are not doing good research. The end result may 
look great after all the sub-parts of a system are employed, yet it only takes one 
mistake hidden in the layers of the research “onion” to sow the seeds of total 
(and I mean total) financial loss of one’s trading capital. In a single sentence. I’d 
have to put it this way ... take your trading seriously, and your trading will take 
care of you. 

Employing a trading strategy as dictated by the research is much more diffi¬ 
cult under real market conditions than it is in the hypothetical testing stage. 
Subscribers to our service may, on any given trade, pull the plug and take profits 
at a better point in the market than what was recommended by our service. That’s 
because in the short run, any single trade is really a random event. Yet having 
many trading events that are consistently implemented over the long haul can 
create a statistical sample of trades that is fairly predictable. 

Which brings me to our definition of success and failure. Although our long¬ 
term objective in the markets is profitability, we don’t necessarily define short¬ 
term success in terms of profitability. Though profitability obviously is desir¬ 
able, we also define our short-term success in terms of how consistently we 
have implemented the trading plan. You don’t want to have a situation in which 
you’ve dedicated thousands of hours and thousands of dollars into the research 
and development of a trading system, only to then undermine the research by 
overriding the system on the basis of what you are thinking day-to-day. 

When you read and understand the trading system included in this book, you 
will completely understand the nature of the trading opportunity and why we’re 
implementing the different strategies we do. You see, sometimes you cannot 
best explain a trade in terms of mathematical parameters. Instead, you have to 
define a trading event in terms of what the participants in the market are doing. 
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It sounds easy, but I am convinced that this never occurs to people conducting 
research with systematic programs. 

For example, when prices consolidate for a few days, how do you define who 
has the weakest hands, the buyers or sellers? If we’re in a strong down trend and 
we’ve had a counter trend rally, it is the bottom pickers who have recently bought 
the market and will blow out of their recently established positions if the current 
rally fails. Along with the weak longs exiting the market will come additional 
short sellers to fuel the down trend. Yet the break in the counter trend rally will 
first come with the recent longs exiting their positions, and then additional short 
positions will drive the market further down as the down trend re-establishes 
itself. This is just one example of what “understanding the nature of the trading 
opportunity” means. If you can tie in your strategy with this type of understand¬ 
ing, you’ll have a more reliable trading event to exploit. 

When it comes to discipline and the implementation of our trading system, 
you can make sure it will be implemented with the absolute discipline it de¬ 
serves by delegating the implementation process to a network of brokers we 
have developed who are authorized to implement our trading system in the mar¬ 
kets on your behalf. This is an opportunity you will have, and which I will be 
touching on at a few different points throughout this book. 

Even a great trading strategy that is implemented with all the discipline of a 
Buddhist Monk, of course, doesn’t guarantee profitability in the markets. Yet I 
believe the odds towards achieving profitability are greatly improved if you 
have a well researched trading system, and also have someone else consistently 
implementing signals on your behalf. I believe approaching trading in this man¬ 
ner gives you the best chance of receiving the full value of the strategy. 

In order for you to have the confidence to implement any trading system or 
strategy, you must have the confidence in the level of expertise of those who 
created it. It is amazing to me how people will swallow self-proclaimed exper¬ 
tise without a single shred of evidence that the person offering it knows any 
more than those willing to pay for it. Personally, I delegate the implementation 
of my own trading systems and have done so for years. 

What you should know right up front is that if you’ve ever thought of a trad¬ 
ing idea, or explored the merits of any of the conventional technical trading 
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tools that are floating around for use, my firm has probably looked at them from 
12 different ways already. Some of the trading concepts with merit that have 
exhibited a measure of “staying power” in our industry (for years) include ideas 
such as: Stochastics, Moving Averages, Gann Angles, Elliot Wave Theory, Fi¬ 
bonacci Sequences, all of Welles Wilder’s studies (such as the Directional Move¬ 
ment Index), the Market Profile methodology, Point and Figure, Pyramiding 
Positions, Scaling in and out of Positions, and many of Larry Wiliams’ tech¬ 
niques. We’ve certainly looked at a lot of these ideas over the years. 

Our summation of the quality of these ideas is that all work great, some of the 
time. However, it is my belief that almost none of these trading ideas represent 
finished trading systems in and of themselves. Most of them have to be devel¬ 
oped into something else in order to be constructive in their application. 

You should understand at this early stage in the book, before I dig into the 
“nuts and bolts” of my S&P system (and its component strategies), that I am not 
saying I have the answer to all your problems in the markets. Regardless of how 
good (or complete) a system I’m spelling out today, a certain percentage of 
traders will not find success with it for reasons that have absolutely nothing to 
do with the system itself. There are personal factors that come into play that 
prevent some people from learning how to improve their trading, and there’s 
very little I can do about that. So, no, I’m not going to pump you up with a lot of 
hyperbole about how you’re going to achieve significant and certain wealth over¬ 
night from the markets by using my strategies. That only creates a client base 
that is completely full of unrealistic expectations from the markets, and serves 
no one’s long-term best interest. 


Prospects for Future Performance 

On a regular basis I’m asked if the potential for future profitability looks 
good for those markets in our area of expertise. This is a question most often 
asked by people who think a lot about market correlations and the elasticity of 
supply/demand conditions. I look at it as a type of question similar in nature to 
questions such as, what is our purpose in life? . . . and, how did the universe 
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begin? They are difficult questions to answer properly because they require a 
significant gathering of information in order to answer with any degree of accu¬ 
racy. 

When it comes to the future potential of the markets we utilize in our work, I 
think more in terms of volume, liquidity and volatility. That’s simply because 
we can’t make money from flat markets, so it’s important and essential the mar¬ 
kets in our portfolio are active, viable and have prices that are moving. 

As far as the futures markets go, they tend to have no bias in direction (that’s 
in contrast with traditional stock and bond markets). If futures markets are fall¬ 
ing we can potentially make a profit just as easily as when prices are rising. Yet, 
there’s no question the market conditions of some years can generate more profit 
for certain trading systems as compared to others. Historical performance is no 
guarantee of future performance; however, it is one of the primary elements that 
enter into so many trade decisions. 

Obviously it’s easy to assess profitability after a trading period is behind you; 
however, it’s impossible to know what’s going to happen before it occurs. I 
don’t care what type of trading model is being employed. The only way you are 
going to benefit from any trading discipline is to take that leap of faith and trade 
it in the unknown world of tomorrow’s price action. 

Quite often what moves markets is a dramatic change in the supply/demand 
scenario. A shift in long-term weather patterns can impact agricultural markets. 
A change in fiscal policy by an influential government can create a reversal of 
trends in currencies and debt instruments. As for stocks, historically they usu¬ 
ally go up during the more stable economic periods primarily because their in¬ 
vestment competition doesn’t look that attractive. 

Eventually conditions change and the interest in stocks begins to wane be¬ 
cause the rates of return eventually disappoint the majority of participants. In 
the case of the stock market, as of this writing, I’d have to say the fundamental 
economic conditions that created the bull market in stocks are not the same 

today as they were in 1991 or 1982 (depending upon when you think the recent 
bull market began in stocks). 

As of this time the price of crude oil is currently in the low $30 range. I 
personally don’t think that we’ll ever see crude oil priced below the $20 level 
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ever again. Rates of energy consumption and the ability to quickly create new 
reserves are way out of whack due to the fact that it takes about 30 to 35 years to 
produce a billion barrel oil field (from first well to the last barrel), and we cur¬ 
rently use it up on the world market in about 13 days. 

In the early 1980s the price of crude briefly went over $40 per barrel, and 
thereafter ensued an extended two decade period when the world enjoyed cheap 
oil. Had the price of oil remained high not only would we have developed 
additional oil reserves during the last 20 years, but the alternative technologies 
of the future would have been better developed in order to better prepare the 
world for when easy crude oil eventually is depleted in the future. 

Any product that takes 30 years to make and is used up in 13 days is vulner¬ 
able to price shocks as we move deeper into the 21 st Century. The easy oil has 
already been found according to the leading exploration geologists. The more 
difficult oil, which is more costly to produce, will have to be developed next. 
There is plenty of oil shale in the world for the production of crude oil; however, 
the price of oil has to be much higher than at current levels to make it economi¬ 
cal to produce. 

The higher cost of crude oil and its related products is going to play a bigger 
role in the world economy as we go forward. It’s going to impact the profitabil¬ 
ity of corporations and ultimately negatively impact their bottom line and pric¬ 
ing to some degree. This is a fundamental economic change that will continue 
to haunt the world economy into the future, and I think it should be noted. 

In regards to overall market movement of stocks, currencies, debt instru¬ 
ments and commodities, there is nothing that we can foresee that should inhibit 
their price movement in the future as compared to the past. Naturally, there will 
be good years and not so good years in overall price movement. Here are just a 
few ideas that may negatively or positively impact prices for these markets in 
the future. 

a) The European community eliminated 13 currencies with the introduc¬ 
tion of the Euro-dollar currency. There may be a continuation of this consolida¬ 
tion of currency trend in the future. Eventually we might have only one world 
currency. That would eliminate currency exposure and would result in there 
being no reason for currencies to move since there would be no other currencies 


40 



Chapter 3 


with which to compare exchange rates. Some people believe the United Nations 
currency is something that will eventually happen, but we’re not so sure since 
currencies are really directly tied to their governments. Until we have one world 
government with its own army, I don’t think a single currency is really possible. 

b) A continuation of government price supports to the point where com¬ 
modity markets are insulated from any weather related events. If we didn’t have 
government so involved in price support programs in the agricultural commu¬ 
nity we would have much more volatile prices in our ag markets. 

Currently the prices in our basic commodity markets are lower today than 
during the height of the Great Depression back in the 1930s. Do I think this 
trend will continue? I do not, and I would not at all be surprised to see commod¬ 
ity prices increase dramatically in the foreseeable future in order to become 
more in line with where they should be. 

c) I firmly believe the U.S. Government continues to revise and provide 
inaccurate reporting to its people about the economic data that it collects. This 
is not some paranoid attitude about government reporting, for if one just pays 
attention to how they make their calculation it can be seen the government is 
constantly redefining their definition of inflation, labor force, etc. If they don’t 
like the way the results are looking, there is nothing really to prevent them from 
reconstructing a new method of calculation. 

The government has a vested interest in promoting economic certainty. If it 
collects data on the economy, and that data doesn’t promote this objective, they 
often simply find a means to redefine or recalculate the information in order to 
promote this agenda. 

For example, why do you think the government decides to change the way it 
calculates inflation, or the unemployment rates, or its own definition of how it 
calculates its own deficits? It’s really to put off into the future, what it hopes the 
people won’t find out today. From an economic standpoint, it’s somewhat like 
price fixing. Price fixing is when a government decrees a certain item must be 
sold at a specific price. Eventually, however, the law of supply meets the law of 
demand, almost always resulting in massive volatility as the markets try to play 
catch-up for those years when the natural laws of supply and demand were not 
allowed to play themselves out. Russia has been playing catch-up for 70 years 
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of price fixing. That’s one of the reasons they are having a tough time making 
the adjustments towards capitalism. 

In regards to the stable economic period we’ve enjoyed in the U.S. and the 
world at large over the last 20 years, I honestly do think it will be difficult to 
maintain and continue that level of economic stability perpetually into the 21 st 
Century. In our own business of using the alternative markets, as compared to 
using traditional stock and bond instruments, I believe we are in a better posi¬ 
tion to take advantage of market opportunity. Particularly if economic stability 
should decline. 

* * * 

Before moving on to the System Essentials section of the book, let me just 
emphasize again the fundamental premise we adhere to in our work developing 
trading systems - that’s to incorporate, as often as we can, ideas that are not a 
part of the conventional trading wisdom. In addition, I firmly believe the trad¬ 
ing opportunity a strategy looks to capitalize on must be defined in human be¬ 
havior terms. If you get nothing else from this chapter, let it be this. 
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System Essentials 




Chapter 


Creating Trading Systems 
for the S&P E-Mini Market 


When you consider the proliferation of design software that has prevailed in 
the “do it yourself’ trading industry for the last 15 years, and combine it with the 
fact that the vast majority of traders continue to lose money, I believe there is 
one obvious and inescapable conclusion that can be drawn. And that conclusion 
is this: many or all of the conventional trading strategies that people have come 
to rely on over the years are simply not very good. While, granted now, just 
about every trading idea will have its moments when profitability increases, 
most also give it all back when the markets do not accommodate them. 

What we want to define in this chapter is what exactly needs to happen with 
a trading system or strategy that will increase the probability of it to perform in 
the unknown price world that tomorrow’s markets will bring. It’s one thing to 
develop a trading strategy that can produce a perfect profitability scenario tested 
on historical price libraries of the past. It’s something entirely different - and 
far more challenging - to create a robust entry and exit signal generator that can 
perform well after tomorrow’s opening bell. 

It is the nature of many people in today’s trading world to be perpetual seek¬ 
ers of the “perfect trading system.” A perfect trading system would - in theory 
- make money every day, never hold a trade overnight, have a high percentage 
accuracy of profitable trades and even allow the trader to place orders in the 
morning to make a 10 am tee time for a nice round of 18. 

This “perfect trading system” is, of course, a fantasy. To successfully trade 
the markets you must quickly learn the realities of this endeavor you’re 
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pursuing. Allow me now to share one cold, harsh reality that comes from about 
20 years of full-time experience: the market doesn’t care about you, your needs 
or the lifestyle that you want to accommodate while trading the markets. Adver¬ 
tisements that convey these types of traits in a trading system or product have 
more to do with what you idealize as being possible to obtain from a trading 
product rather than what is actually necessary to successfully trade the markets. 

Let’s step back a minute now, and look at the “need to trade” that prevails in 
many people so strongly. Recently I was talking to a broker in the futures indus¬ 
try who attends many of the trading shows thousands of people attend in hopes 
of improving their knowledge and skill about trading and investing. He wanted 
me to appear at one of these events and give a seminar on trading some of the 
major stock indexes. After thinking about what my approach would be in giving 
such a seminar, I asked the broker what other speakers were focusing on when 
giving their talks. The broker went on to tell me that many of these shows are 
filled with speakers who are selling the next holy grail course or system, saying 
that trading is easy, and if you just buy their product it is the sure way to outra¬ 
geous fortune. 

My reaction was, “And these people actually respond to this?” He said, “Of 
course, this is what they want to hear.” I then asked him, “Well, what if I get up 
there and tell them that trading is a full-time commitment, or that it’s one of the 
most difficult professions one can embark on, or that many of the trading sys¬ 
tems out there are garbage?” He said, “They’ll probably blow you off and go 
find someone else that is telling them what they want to hear.” 

Occasionally my wife says to me, “Kelly, how can someone so smart be so 
naive?” And in the case of learning about these carnival barkers that prevail at 
these investment conferences I must confess that I probably am a little behind 
the learning curve. The fact that so many people will only purchase products 
from people who tell them what they want to hear, regardless if it is accurate or 
not, is fascinating to me. I suppose to a large extent it’s a philosophy that much 
of the American economy is based upon, and can probably be traced back to the 
sponsorship of national radio programming back in the 1920s. National radio 
advertising began skewing the supply and demand relationship. Demand was 
manipulated by creating the consumer impulse to purchase a product regardless 
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of actual need. Obviously this influence still exists today, and prevails in many 
aspects of our lives. 

It is not your job or my job to change the world. If people want to shell out 
their hard earned dollars for an unrealistic unattainable something, far be it for 
me to stand in their way. However, this is a book about what I have come to 
understand as true, factual knowledge about trading. In most scientific fields 
what is accepted as truth in knowledge is accepted only until someone proves an 
underlying assumption is incorrect. Once scholars are convinced (by indepen¬ 
dent analysis) a new assumption is correct, the collective truth then incorporates 
this amendment into the knowledge base, and the work in progress continually 
improves and moves forward. Until the next test of truth comes along. Of 
course, in the trading business, we have no such standard of accepted knowl¬ 
edge. Unfortunately, all individuals have to leam this basic true factual knowl¬ 
edge for themselves through the difficult and inefficient process of trial and 
error. 

In the past when I’ve been asked how I’ve come to understand this business 
to the degree that I do - and how I’ve acquired the depth of knowledge that I 
have - I’ve responded that it’s primarily the result of the process of elimination. 
When you look at so many tools and techniques for years and years, you come to 
understand how and why something works or doesn’t work. 

But, unfortunately, knowing what doesn’t work is not enough. Sure, it’s some¬ 
what helpful in understanding what is needed to produce a successful strategy, 
yet having an understanding of what is bogus doesn’t automatically produce a 
quality anything. 

The research process is a combination of intuition (bom out of looking at 
thousands of trading strategies) along with second guessing and double-check¬ 
ing yourself to avoid creating a strategy that is unduly or inappropriately opti¬ 
mized. Finally also there is the key element of fully and genuinely understand¬ 
ing the concept that your trade is based on. 

This may sound like a summary of a Twilight Zone episode, or a New Age 
recipe for redemption, but it is the most accurate manner in which I can articu¬ 
late what goes into good trading research. Of course, I do recognize the vast 
majority of readers of this book are not interested in this background process. 
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They should be, but they are not. They want to “cut to the chase” and get to the 
“bottom line.” I can’t change this reality because frankly most people only want 
the end result of years of hard work. 

However, people who only want to use the end result of this long and tedious 
process should still have some understanding of what makes a quality trading 
tool or product, and what does not. Particularly since it involves both their 
trading capital and their even more valuable time. 

Creating trading programs for on-line applications does, in fact, still involve 
the same R&D process of the past. Today, with personal computers turning into 
trade execution terminals, a new generation of traders is being produced; a gen¬ 
eration of traders apparently inclined to take the time to watch the markets and 
become more educated and sophisticated in their ability to know what to do and 
what it means to be on top of price activity. Over time I do expect more people 
will become a part of that small and elite group who discover the knowledge 
that comes with trading success. (Though, of course, the vast majority of the 
total pool of traders will not achieve their success and instead wind up paying an 
expensive tuition for a double degree in confusion and disappointment.) 


Compared To Other Markets, the Stock Indices Are Just Different 

In talking with several of the very large systematic trading managers in the 
futures industry, it is common knowledge that when they apply their long-term 
trend following trading systems to any of the markets representing the major 
stock indices, they simply have a tough time making money. 

How could this be? - you might ask. Look at any chart of the Dow Jones 
Industrial Average over the last 10 to 20 years, and it just screams of a major 
long-term major trend market. Nearly straight up! Straight up, until we have a 
year like trading year 2000. Sure, if you would have bought the Dow in August 
of 1982, just below 800 and held on for the next couple of decades, you would 
have 15 times your original investment. This produces a strong argument for 
those who advocate a buy and hold strategy, which was basically rewarded be¬ 
tween 1982 and 1999. In general buy and hold has never failed in stocks or 


48 



Chapter 4 


government bonds, if you hold on long enough. For example, those who bought 
stocks in September of 1929 “only” had to hold their stocks for 26 years before 
they realized a net profit on their investment. This is a holding period the aver¬ 
age person is not prepared to endure. 

The above example is, I think, a good illustration of how any strategy can and 
will have its day in the sun of profitability. Capital is bound by the same con¬ 
straints of time as everything else in this natural world. Before you decide what 
the best strategy is for your investments, you must genuinely understand what 
the underlying trade concept, or exploitable trade event, is when you enter and 
exit the market. 

If we were to make a list of what goes into a good trading system, or what 
should be avoided in developing a trading system, here are but a few things that 
come to mind: 

1) It must be simple. 

2) The parameters associated with the strategy must be market based, not arbi¬ 
trarily placed upon the price action solely because it produces an historical 
profit. Mathematical parameters do help locate your opportunity event in 
the markets, but the parameters are not the trading event by itself. 

3) The event or trade concept must be based on a human recurring event. You 
must be able to articulate the event and then define it mathematically. 

4) If systematic, no degree of discretionary elements can be applied. This can 
only be achieved with a great deal of dedication and discipline. 

Now let’s take a closer look at each of these elements I’ve just described. 
When I stated that the #1 ingredient for a system was that it must be simple, I 
primarily am referring to the number of criteria it analyzes when generating 
entries and exits. I feel a system must be based upon only a few things. When 
I see a computer the size of a small house re-evaluating all of the historical and 
present day market data in order to determine what a system is going to do in the 
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markets tomorrow (evaluating hundreds of events), it’s probably a trading pro¬ 
gram that will not be open or simple enough to evolve as the market evolves. 

If a system cannot evolve, it will eventually meet its Waterloo and no longer 
be productive. Evolving is not re-optimizing or altering the parameters on a 
continuous basis. It’s being open or simple enough to survive over time by 
accommodating different sets of price series. 

As for the second item on our list, I personally like rules that are determined 
by the environment rather than those determined by historical back testing and 
optimization. For example, I would rather use an exit stop that was based upon 
the evolution of the market such as the average daily range of the last “x” num¬ 
ber of days, rather than pick a specific percentage such as 70% of yesterday’s 
range, which an optimizer program may have indicated produced better results. 
It may not sound like a big difference, but when designing your own trading 
systems, if you can default to a value that evolves with the environment rather 
than picking a specific number that was determined by back testing and optimi¬ 
zation, you’ll probably be better off. 

The most difficult and most important ingredient for a system is expressed in 
#3. Asa trading manager I am often asked to complete due diligence question¬ 
naires for allocation companies. With the questionnaires ranging in length from 
only a few to as many as 20 pages, allocation managers very definitely want to 
get a clear idea as to what you are doing in the markets. Quite often they will 
ask, “What is the concept of your trade?” If not on the questionnaire, then 
during a personal interview. I believe if you cannot articulate and understand 
what is going on when your particular trading event is taking place in the mar¬ 
kets, you obviously do not understand what it is or why it works. If you don’t 
understand why it works, it is very difficult to understand why it’s not working 
during periods of losses, which is just as important. 

The single most difficult thing to do in implementing systematic trading strat¬ 
egies is knowing when to pull the plug on a system when it continues to lose 
money. If you don’t know what the logic behind your trade is from a conceptual 
standpoint in the first place, it is very difficult to understand or accept why it’s 
not working for an extended period of time, regardless of how much money it 
may have lost. Many people use a system’s worst drawdown as the primary 
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criterion to determine if a trading system is broken. When you think about this, 
however, a new worst drawdown number really should not be the sole determin¬ 
ing element in when you abandon a system. The decision to stop trading a 
systematic approach is much more complicated than that. 

Not everyone believes in a systematic approach to the markets. Most people 
who use systems are more comfortable with adding some degree of their own 
discretion once a trade is entered. For me there is not a month that goes by 
where I don’t say to myself I am so glad I don’t trade from the fundamentals or 
with discretion. That’s because in many, many cases the available information 
and the price action simply do not give the trader a genuine clue as to where the 
market is heading. 

We define successful implementation not by the profit or loss generated from 
the market but by the degree in which discipline was employed in its applica¬ 
tion. If the person who implements our trading models in our company comes 
to me with a question about one of our trade signals, my first response is, “What 
is the model telling you to do?” Once that question is answered, my next re¬ 
sponse - almost always - is, “Then follow the trading program.” 

Of course, though, absolute discipline does not guarantee profitability. Many 
highly successful trading managers have crashed and burned to extinction by 
following their own trading programs, or at least that is what is reported to the 
public. In some cases even the pros override their programs, which has also led 
to the end of trading careers as well. In still other cases, a lack of success is a 
symptom of incomplete or faulty research. Clients pay managers of brokers to 
follow the specific guidelines of our trading programs. Our pledge to the client 
is to implement them with absolute discipline, which is one of the few things we 
can guarantee our managed account clients. 

Every trading system has an ebb and flow of profitability. A profitability 
cycle. Depending upon the time frame and available environment of the mar¬ 
kets that are traded, this profitability cycle has some degree of predictability 
based upon historical performance. However, when current losing periods and 
worst case drawdown thresholds begin to exceed extremes that have been his¬ 
torically established, those who have a vested interest in the success of the pro¬ 
gram may start to examine their performance more closely. 
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Just because a trading system has exceeded the worst case benchmarks in 
terms of losing period or drawdown, does not necessarily mean the environment 
has changed to the degree that it no longer warrants trading the system. From 
my experience, Murphy’s Law tends to rear its ugly head, and the system prob¬ 
ably starts making money again, the day after you’ve pulled the plug on trading 
it. When you stop trading a system because it’s at the bottom of the production 
cycle, it is a symptom of a lack of faith and fortitude of the trader. For trading 
managers (or creators of trading systems) pressure from losses and client grum¬ 
bling can be very difficult to deal with, and all are not equipped with the neces¬ 
sary breadth of shoulders to withstand it. In the case of the individual trader, 
losses and grumbling from spouses can be much worse. 

A lack of profitability is no reason, in our view, to stop trading a particular 
system. One must first understand how the market has changed, determine if 
this is a change that is temporary or more permanent. If this question can be 
clearly answered, the trader can then know whether to continue or deep six the 
trading system. 

When you’re scratching your head about system performance, you need to 
ask yourself a few questions. Did the contract change? Did the trading hours 
change? Has it incorporated additional market participants? These are all fun¬ 
damental changes that have nothing to do with the available information you 
had at the time you created the trading system. If there were material changes in 
the contract, and performance was clearly affected soon thereafter, you are prob¬ 
ably on to something. 

We had a situation with the S&P 500 full contract market while employing 
the short-term trading system presented later in this book. During 1995 and 
1996, this little short-term program worked absolutely great in the full size S&P 
500 futures market. As we moved into the 1997 trading year, a couple of things 
happened. First the volatility in this market expanded tremendously. The aver¬ 
age 10 minute bar began producing a range equivalent to what had been pro¬ 
duced in an entire open outcry session during the eight prior years! In terms of 
dollars per contract, the average 10 minute bar began producing a range of $ 1,500 
per contract. This was a tremendous increase in volatility. 

Also, in November 1997, the Chicago Mercantile Exchange cut the size of 
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this contract in half. It went from the equivalent of $500, per full basis point 
down to $250. So to utilize the same degree of leverage we had before, we were 
forced to trade twice as many contracts. Of course the brokers benefited be¬ 
cause the commission revenue increased for every trader forced to do the same 
thing. 

Due to the fact that we keep track of our slippage costs in every trade we 
generate, we noticed the slippage per trade per contract in the S&P 500 full size 
contract increased from about $ 100 on up to $250 and $300. What this means is, 
if we risked about 1% of our account in a single trade, then the risk with this 
additional slippage increases the average cost of trade entry each time we traded. 
Many who read this may feel this increase in slippage would not be a big deal, 
even after the exchange cut the contract size, considering that on average the 
amount of per contract range in the S&P 500 market is running between $3,000 
and $4,000 per day. Yet, if slippage is increasing your average losing trade, 
making it go from .8 of 1% on up to 1.5% per trade, it really adds up over an 
extended period of months. We noticed this change in contract size actually 
caused a lack of profitability, and it was a direct result of the increase in slippage. 

We found this out for sure by running the system using the smaller slippage 
figures on the old contract size that was in place prior to November 1997. The 
performance of the trading system still looked good on a test basis, and I’m sure 
would still be used in this market today if they hadn’t changed the economics of 
the contract and the slippage hadn’t dramatically increased. After fully under¬ 
standing why we were not getting profitable results, it was easy to pull the plug 
on this particular system in this particular market. 

The fourth and final ingredient needed, if one subscribes to a systematic ap¬ 
proach to the markets, is discipline in trade implementation. I know I men¬ 
tioned a few very large trading managers have crashed and burned by strictly 
following their trading programs. It should be noted that in many of these cases, 
when you talk to those people with intimate knowledge about what transpired 
during the difficult trading, you will leam how traders did not completely ad¬ 
here to the rules of their systematic trading approach. In other words, by over¬ 
riding their trading system, they sowed the seeds of their ultimate demise. Why 
did they override their system? They undoubtedly got caught up in the cloud of 
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confusion that can come with persistent losses or losing periods. If they would 
have looked closely at the market environment, and fully assessed and under¬ 
stood if there had been a material change in the context of their trading program, 
they would have been more confident in knowing their trade concept was still 
viable in the current market. This is why some believe confidence is directly 
proportional to the size of one’s bankroll. 

This brings us to another point that is very relevant to short-term trading of 
the major stocks indices, or short-term trading of any market for that matter. 

I believe the longer the time frame is for a particular trading concept, the 
more dependent that concept or strategy is upon leverage and portfolio makeup 
for success. The shorter the time frame, the more dependent upon the quality of 
the entry and exit signal generators. If the particular entry and exit signal gen¬ 
erators are not based upon a recurring human event, one runs the risk of the 
strategy moving “out of favor” with a particular market. For no reason at all a 
short-term strategy can just stop working in the market if not designed properly. 
Since this can occur without any apparent warning, it is always good to maintain 
an ongoing program of analyzing the performance being generated. 

This is a fact inherent to many short-term strategies. And it’s why there are 
so few short-term strategies operating in the futures management world with 
lengthy track records. It simply is very difficult to find a concept, based upon a 
repeating pattern of human action, that is reliable in the short time frame. One 
that is not just a response to market noise that happened to fool its designer into 
thinking something credible was taking place in its development. Another rea¬ 
son for this dearth of short-term strategies in large and established management 
programs is their lack of capacity, which is needed to build a large management 
program. 


What You Want and What the Market Demands ... 

Earlier I mentioned some of the characteristics many individual traders want 
to have in a trading system. Low drawdown, high percentage wins, no over¬ 
night positions, etc. It has been our experience that the market you are trading 
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may be completely incapable of offering the type of trading characteristics most 
would consider ideal. 

For example, it has been our experience that exiting a trade at the close dur¬ 
ing the same day of entry will usually destroy the profitability of just about any 
trading strategy imaginable. If you tell someone this, they’ll often give 50 dif¬ 
ferent reasons why they don’t want to hold a position overnight. More often 
than not traders putting forth a “laundry list” of reasons why not to hold over¬ 
night positions are doing so out of fear of exposing themselves and their capital 
to overnight positions. In a sense they’re fooling themselves into thinking they’ve 
got a real shot at profitability even though they know (in the logic portion of 
their brain) how truly difficult it will be over the long term to profit if they 
always exit their trades on the close. 

Losses are a fact of life in trading. The profit side of your equation has to be 
able to pay for losses and exceed them to the extent that one can then enjoy a net 
profit. And that’s simply something very difficult to achieve in the long-term 
without holding some overnight positions. 

Having just touched on the topic of losses as a part of the equation of the 
trading process, I’d like to now relate a recent event that happened with one of 
our management clients. A new client had been involved with a managed ac¬ 
count using one of our trading programs, and after the first 16 to 17 trades he 
had managed to catch a drawdown just perfectly. It is human nature to judge a 
trading program by the results of one’s own account activity, even though the 
individual may have carefully examined a multi-year track record of respectable 
performance. 

Nevertheless, this new client had already contacted the clearing firm to tell 
them to stop taking trades from our firm on his behalf, and then called me to 
discuss the performance in his account. I told him I would call him back after 
making a thorough examination of his performance. After looking at his series 
of trades, everything about them looked very textbook with what we had pro¬ 
duced in the past. The only negative was that the system had not caught one or 
two profitable trades that would have increased his profit-to-loss ratio and put it 
on a par with our historical average. I went over this with him on the phone and 
told him that statistically we were ripe to catch a profitable trade to the degree 
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that it should start to bring performance back up closer to the middle of our 
statistical bell curve of averages generated in the past. Meanwhile the client 
kept going on about how he hated losses. He hated them in his business, and he 
couldn’t tolerate them from the markets. 

In the heat of the discussion he asked something of me that I’ve never been 
asked before in nearly 20 years of trading. He asked me if I could place some of 
our profitable trades in his account until at least his losses had been recouped. I 
laughed in surprise at his request, and said that all client trades were allocated to 
all clients and, no, we didn’t have any extra profitable trades lying around we 
could place in his account. 

My response to this gentleman continued as follows: “I don’t know if you 
have the temperament for trading because you are so fixed on hating losses. I 
dislike losses as well, but they are such a part of the trading process that it is very 
possible that you are pulling the plug on this trading system at precisely the 
wrong time.” I couldn’t guarantee this, but I told him that after years of experi¬ 
ence with this particular trading program, the odds are probably pretty good that 
his emotional barometer had moved to an extreme and his need to stop the pain 
was probably the wrong course of action at exactly the right time. I told him that 
we should generate profitability in the next few trades based upon a statistical 
probability. 

I had no idea what would occur next, but I had made my case based upon 
years of statistical observation. The client decided to keep the account open and 
would continue to watch performance, and he warned me that if it didn’t get any 
better, the account was going to be terminated from trading. I told him fine. 

At exactly the same moment I had been talking to him on the telephone, our 
execution desk happened to put a trade on for this client as well as for all others 
in the program as dictated by our trading system. That very trade we placed in 
his account that day ended up erasing the vast majority of the client’s loss, as 
well as the losses of all other clients who were involved in that particular trading 
system/program. I re-tell this event not to make myself look smart, but to illus¬ 
trate an important point. This client wanted to stop trading the program on the 
very same day that a profitable trade came along to help eradicate the majority 
of his losses. It is not my style to continue to persuade clients to stay on board 


56 



Chapter 4 


when they have already decided to take their money elsewhere. Yet, in this case 
I was giving this client the same advice I would give to any trader going through 
a difficult period of losses or flat performance with a systematic trading pro¬ 
gram. If you are within the theshhold of previous losing periods or drawdowns, 
put the trades on that you need to implement because those new trades are the 
best opportunities to help you recoup your losses and potentially take the ac¬ 
count equity on to new performance highs. As long as you are liquid and in the 
range of historical performance thresholds, forget about your drawdown and 
have the confidence in your work and keep going. Even if you go outside his¬ 
torical thresholds, start looking at material changes in the environment before 
you put the brakes on implementing the strategy. New drawdown thresholds 
should be a warning to start examining the environment and the strategy. 

If you have conducted your research properly, your trading system should be 
robust and dynamic enough to trade through the tough periods. If you’ve curve- 
fitted the living hell out of the price data, no amount of tenacity will help you 
because you have created a strategy that has very little opportunity to evolve as 
the environment has evolved. 

It is my conclusion that it takes just as much discipline to be a good client 
with a professional manager or trading system as it does to be a good trader. 
This also means it takes just as much discipline to implement the trades of a 
program or system you have purchased, developed or subscribed to as it takes 
for a professional manager to ensure all trades are being implemented exactly as 
directed by the trading system. 

I am firmly convinced the reason most traders lose money is not because 
their trading program stinks. (Although in most cases many of them do.) Rather, 
I feel a lack of discipline plays a far greater role in undermining the success of 
the trader than anyone can appreciate. As I’m sure you can tell by now, the 
importance of discipline in trading is something I feel strongly about, and it’s a 
topic my past experience allows me to elaborate on further. 

From 1986 through 1994 I offered a trading advisory service that was moni¬ 
tored by two nationally recognized companies who were in the business of track¬ 
ing trade performance. We offered the trades for this service the night before 
trades were entered, and advised specifically where traders should exit after 
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entry. My service was ranked #1 in average profit per trade by Commodity 
Trader’s Consumer Reports for the 1986 trading year, and was ranked the most 
profitable (with the smallest drawdown) by the same firm at the end of 1994. 
After nine years of operating this advisory service we tracked the correlation 
between subscription renewal rates and what subscribers would have made from 
the markets had they implemented all of our trades. For the entire period we 
never found a high correlation between renewal rates and what our calls in the 
market had produced during a client’s subscription period. Considering that 
1994 was a very flat year for both stocks and bonds, the Hulbert Financial Di¬ 
gest reported our service to have produced the second most profitable results of 
the more than 160 investment advisories and programs they followed. One would 
think that when subscription time rolled around in 1995, our renewal rate would 
be very high. The fact remains the same 15% renewal rate we had experienced 
in 1987 occurred in 1995 as well, and - in fact - remained constant throughout 
the entire nine-year period. It became obvious to us that, rather than taking or 
even altering our trade recommendations, subscribers were by and large over¬ 
riding our recommendations, and consequently did not receive the results of our 
well researched trading programs. The poor renewal rate to subscriptions was 
entirely due to a lack of discipline in implementing the trade recommendations. 

At this point in my career I accept the reality there will be a lack of consistent 
discipline with most individuals who subscribe to advisory services or use trad¬ 
ing systems. Discipline is easy during profitable periods and can be completely 
discarded during losing periods, when fear and doubt are at their highest. 

People are going to do with a product as they will, with only a small minority 
employing a strict regiment of discipline in its application. If you purchase a 
trading system that requires discipline to implement, and you don’t use absolute 
discipline in the process, you have no one else to blame if you don’t achieve 
success while using it. Discipline doesn’t guarantee your success, but without 
discipline it will most certainly guarantee you won’t succeed. 
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What’s Different About E-Mini Markets? 

The e-mini markets are growing in popularity for a number of reasons. The 
“e,” as I suspect you know, stands for electronic market. That is, it is accessible 
through the Internet by using a kind of application software. You access the 
market directly on your own computer, without the necessity of calling a broker 
and enlisting them to fill your trade (and then calling you back with a fill). With 
an on-line application platform, the whole order entry and reporting of fills can 
literally take place in a matter of a few seconds. 

The “mini” portion of the contract description is in reference to its size. A 
mini contract, relative to the full size contract traded in the open outcry session, 
can be a 'A contract or a 'A contract. By making the contract size small it enables 
individual traders to participate with a much smaller amount of risk capital. 

For example, the full size S&P 500 futures contract tracks the cash equiva¬ 
lent of this index. Many professional stock portfolio managers use this market 
to hedge themselves against their portfolios. A single contract at today’s market 
price represents about $375,000 in stock one can control with about $25,000 in 
margin. So for about 6% of the cash value of the stocks, you can control a very 
large stock asset. However, not everyone has $25,000 for a single contract posi¬ 
tion. An e-mini S&P contract is a l A contract that allows you to control ] A of the 
value of this major stock index, or about $75,000. That’s with a minimum mar¬ 
gin requirement of about $5,000, depending where you have your brokerage 
account. The obvious advantage for trading this e-mini contract is leverage and 
market efficiency as compared to trading the actual stock. 

The S&P 500 electronic market is one of the fastest growing electronic mar¬ 
kets today. The NASDAQ e-mini electronic market is currently on its heels and 
increasing in popularity as well. Both of these very popular stock index markets 
are available as future contracts. 

When it comes to designing a trading strategy to operate in a particular mar¬ 
ket, one must take into consideration a number of market-specific and economic- 
related characteristics tied to the particular market. In the case of the S&P 500 
e-mini market, the amount of commission charged by many of the brokerage 
firms is really not that much different than trading the full size contract. Yet, 
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because the S&P 500 e-mini contract is Vs the size, one must be aware that the 
commission-to-contract ratio is different for the full and Vs contract. Let me 
explain. 

The full size contract in the S&P 500 market generates a $250.00 profit or 
loss with each full basis point of movement in the market, depending upon whether 
you were correct in the direction of one’s trade. (The slippage in the full size 
open outcry market can be awful at times.) The Vs e-mini contract generates a 
profit/loss of $50.00 per full basis point with its contract. When you take a 
profitable move of 10 full points out of the full size contract you generate a 
$2,500 profit, and your commission might be $25.00 per round turn contract. 
Your commission cost represents 1 % of your profit. However, in the e-mini Vs 
contract, the same 10 full point move only represents a $500 profit, and the 
same $25.00 commission represents 5% of your profit. It’s not that the e-mini 
commission is too high, it just means the relative cost to the size of the contract 
is more. 

All things being equal, the relative cost of the commission to the contract size 
can generate a completely different economic scenario for the e-mini trader. 
The point of this illustration is not to advocate that your broker needs to cut his 
commission with you. I agree you don’t want your broker getting rich off the 
commissions, yet, at the same time, you don’t want your broker charging such a 
low rate that the liquidity of his firm is jeopardized, thereby impacting the sol¬ 
vency of your trading account. In short, you want your broker to make a profit. 

The point being the commission cost relative to your potential profits is rela¬ 
tively higher when trading the e-mini markets, compared to its full size counter¬ 
part. You have to understand and accept the economics associated with a market 
because it dramatically impacts the research and development of the trading 
system you design to use for it. In our example earlier, you’ll recall, we were 
only comparing profitable trades. However, the larger relative commission used 
when trading the small e-mini contracts must be paid every time you enter a 
trade. 

How does one tailor a trading system in order to accommodate this differ¬ 
ence in relative commission expense? You have to evaluate the quality and the 
frequency of trades that are generated with the trading program. 
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If your system trades six times a day in the e-mini market, is there enough 
room in a single day’s trading range to generate a profitable result that can more 
than offset the cost of slippage and commission associated with all these trades? 

I realize if you could catch every single wave of up and down movement 
during the course of a single trading session (a session that, let’s say, has generated 
a daily high/low range of only 13 full points), you would earn a profit of far 
more than the 13 points separating the high and low. The problem is you can’t 
catch every wave during the day and be profitable, because you will never catch 
the price waves at exactly the right price points when they reverse. You have to 
build the “f-factor” into the economics of the trading system in order to allow 
for a lot to go wrong along the way and still have a good probability of being 
profitable over a reasonable time period. (If you need a definition of f-factor, 
just think of your worst trading experience, and you’ll get the idea of what the 
“f ” is in f-factor.) 


The Need To Be Right... 

The other day I was talking to a gentleman about some of the statistics for the 
trading system at the heart of this book. He stated that all of the performance 
stats look great to him except for the fact that “the accuracy for your profitable 
trades is not very good.” I asked him what would be a good accuracy percent¬ 
age, and he said, “People who buy systems really like the profit accuracy to be 
much greater than 50%, and yours is in the range of about 35%.” 

I told him the easiest way to create a higher accuracy rate is to create and 
utilize profit targets in the system. By doing so, you do indeed create more 
profitable individual trades. However, you then end up leaving a lot of the po¬ 
tential profit on the table, getting stopped out as the market continues to move in 
your direction. 

He said, “Well, that may be true, but you’re not going to be able to get that 
many people interested in your system.” I responded with, “What good is it to 
get them interested if they have very little chance of then making a profit in the 
markets in the long run? My objective is not to get them interested with a meth¬ 
odology that has no chance to be profitable over the long term.” 
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At that point in the conversation I didn’t care what this individual said or 
thought, because it was pretty clear to both of us that what I had to offer and 
what he was interested in buying were entirely two different things. 

He wanted a system that rewarded his need to be right more often than not. I 
was offering a system that contained a strategy that I believed (and I suspect he 
knew) would give him the opportunity to be profitable in the market over the 
long term. Yet, he was incapable of accepting this fact, and I was certainly 
unwilling to change our approach to the markets to accommodate his need to be 
right. 

I do respect this need to be right, and it is a powerful thing. Yet, just because 
it exists doesn’t mean you should attempt to design a market methodology to 
accommodate it. In our view, it’s a need that shouldn’t be catered to or accom¬ 
modated if the primary objective is to make money from the markets over time. 
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The Best S&P 500 System We’ve 
Developed for the E-Mini Market 


There are many ways to trade a market in a short-term time frame. In the 
case of the S&P 500, after many years of research, we have discovered several 
strategies that by themselves seem to consistently work well. Each strategy 
generates a market opportunity about two or three times per month. When you 
combine these individual strategies into a central trading system you end up 
with a very versatile trading approach - an approach that can put you in a posi¬ 
tion to take advantage of many different opportunities that regularly occur in the 
S&P 500 market. 

We originally designed this trading system for implementation in the full size 
contract market. After a couple of years of positive performance, the exchange 
cut the contract in half and the slippage in the S&P full size market then in¬ 
creased dramatically. We then adapted it to the sister e-mini market, where 
slippage is actually much more acceptable due to the growing interest in this 
market. 

Please do note that the system as presented on the pages to follow is intended 
for use on the e-mini S&P 500 contract. The question then naturally arises - can 
it also be used to trade the full-size S&P market? The answer is, yes, of course 
it can; however, you must be prepared to deal with the different economic cir¬ 
cumstances of the full-size market, both in terms of slippage and in the cost of 
commissions relative to the size of the contract. Our recent focus on the e-mini 
market is due not only to what I consider to be the favorable economics of the 
market, but also to a general desire to accommodate the tremendous growth and 
interest this market has attracted over the last several years. 
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Before we get into the nuts and bolts of the S&P system, I would like to state 
that even though this system may exit a trade during the same day it was entered, 
this system is not designed to solely be used as a day trading strategy. 

Some people do not like to hold positions overnight as they believe it ex¬ 
poses them to unnecessarily high risk. They prefer not exposing themselves to 
the possibility of an overnight gap in prices, which can potentially create a sig¬ 
nificant loss outside their risk management threshold. I understand the concern 
about holding a position overnight, and the risk of creating a significant loss 
from an overnight gap in prices. However, one must consider the odds of this 
happening on any kind of a regular basis. In addition, consideration should be 
given to the question of how same day exiting on the close might impact the 
economics of attempting to generate a net profit over the long haul. 

Our years of experience have taught us that exiting a trade on the close the 
same day it was entered is a practice that is very difficult (if not impossible) to 
make money from over the long term. You may not want to deal with an over¬ 
night position from an emotional standpoint, however, it’s safe to say that just 
about any strategy using an “exit on close” feature will probably lose money 
over time. 

An example here will help explain what occurs during a typical day’s price 
action. Let’s say you enter the market in the morning and for the first half of the 
day the trend of the market is very directional and in your favor. You know, one 
of those days where the price action is a 45 degree angle heading to the upper 
right hand comer of your quote screen, or veering down to the lower right comer 
of your screen. Basically, by midday, everyone who entered that morning in the 
direction of the trend is staring at a profit. 

Between the market’s midday point and the close, there are virtually always 
going to be a certain percentage of participants who want out of their trade (they 
want out on or before the close of that day). Some will start getting out of their 
positions right after lunch. As you move towards the end of the trading session, 
gradually the price action tends to drift back to where the market opened in the 
morning. Getting out on the close limits the amount of profitability that can 
occur in the trade by limiting the amount of time the trade has to produce a 
profit. Naturally, this scenario doesn’t happen all of the time, since some days 
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are non-directional all day. On those days typically no one is making money, 
and getting out by the close just means you’re dumping a losing position. 

In almost every trade, profit is fairly correlated to how much time you spend 
in the trade. Sure, there will be those windfall trades that can generate a signifi¬ 
cant profit in an unusually short period of time. However, the vast majority of 
your profitable trades will have had more time invested in them than was spent 
in your losing trades. 

Our S&P system attempts to quickly get out of those trades that are not pro¬ 
ducing a profit, while holding profitable trades as long as the market can accom¬ 
modate the profitable position. I realize this sentence reflects the golden rule of 
trading (i.e. - cut your losses and let your profits run), but surprisingly, there are 
a lot of people who really don’t abide by this rule very much in their trading. 
Our system will force you to implement this rule with discipline. 

Though this same “golden rule” principle is applied in long-term trend-fol¬ 
lowing using daily, weekly or monthly time bars, here we will be using 10 minute 
bars to determine and define shorter term trades with our S&P system. 

Historically our average time in a losing trade is from one to three hours. The 
average time in a profitable trade is 1.25 days, implying that we hold a trade 
overnight in order to maximize profitable events. As of this writing the average 
losing trade for a single S&P e-mini position is about $300, and the average 
profitable trade is about $900. That’s after deducting $30.00 per contract per 
trade for each trade generated. The ratio between our average profit and average 
loss is about 3 to 1. Of course, these figures will change over time; however, 
this is what they are from the last several years of data. The system trades about 
every other day. If you figure there are about 245 trading days in a calendar 
year, this system implements a trade - on the average - about 122 times per year. 

Each of the strategies in our system is based upon a specific event that ap¬ 
pears to repeat itself in the market. A profitable result is not produced every 
time an event occurs; however, the events we have isolated are reliable enough 
to warrant consistently depending on them as set-ups for trade entries. As is the 
case with most strategies, the triggering events still lose more often than they 
make money. However, the events seem to be consistent enough to produce a 
net profitable result over the long haul. 
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Utilizing a specific system in the markets provides a trader with the ability to 
accomplish two important things. It enables him to know what his level of 
discipline is in the markets, and it also dictates when a course of action with 
statistical merit should be taken. Interestingly, it also generates a series of trad¬ 
ing events that, when examined individually, exhibit little or no predictable value 
as to their outcome. Yet their predictability is often manifested when a basket of 
trading events are examined collectively. Overall, their collective performance 
characteristics can and have generated a measure of statistical evidence support¬ 
ing some degree of performance predictability. 

Some people do not believe in a systematic approach to the markets. They 
would rather “make a go of it” on their own, and incorporate a degree of discre¬ 
tion in their trading. Of course, when you do this you cannot possibly know 
when you’re trading in an undisciplined manner. In addition, you won’t have 
the same benchmark of consistency that is usually available with a systematic 
approach by studying and learning from the trading events you have generated. 

This is why I am a huge advocate of applying a systematic approach to the 
markets. It might surprise you to know, then, that I am also a very big skeptic as 
to the genuine effectiveness and overall credibility of most systems I have come 
across in the markets (including some of the system work I did very early in my 
career). This skepticism is due to the fact that I now know a great deal as to how 
one can get fooled into thinking a reliable systematic way to generating profit 
has been discovered. I believe most systems nowadays are not based upon a 
fundamental human event that reoccurs in the markets, but rather are actually 
more of a mathematical exercise in examining historical price data. 

If you and I sat down with a chart showing the price of the gold market for the 
last one thousand years, we could develop a systematic strategy that would ap¬ 
pear to have made money during that entire period. One clearly cannot assume 
that just because you’ve come up with a way to generate a profit on one particu¬ 
lar price series in the past that prices (and profits) in the future will be generated 
in exactly the same way. 

The only reason for knowing how a strategy performed on historical data in 
the simulated world, is to have some idea as to how it might perform in the 
unknown world of tomorrow’s markets. The trick to knowing if a systematic 
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trading approach has a high probability of performing in the future is to genu¬ 
inely understand what your trade is based on in terms of human behavior. The 
means by which you can verify and test the causal human trading event is, not 
surprisingly, mathematically using a computer. Unfortunately, most people have 
it backwards. They mathematically analyze the market with a computer, and 
then believe they’ve discovered a trading opportunity. In reality, though, the 
supposed opportunity is nothing more than a mathematical exercise, instead of 
an exploitable human event you can capitalize on in the future. Ultimately, the 
trading opportunity must be based upon human behavior. 

Three of the core strategies in this system are used to enter long positions and 
two of them are used to enter short positions. The design of the overall method 
incorporates all five strategies into an integrated trading system. 

Strategy #1 - The Gap Buy 

And 

Strategy #2 - The Gap Sell 

Gaps that occur on the opening of a trading session - relative to the previous 
night’s close - have always been fascinating events for me. In our research we 
have concluded, in general, that a gap in prices is evidence the stronger hands 
are taking control over the weaker hands in the markets. This, succinctly, is 
what can be said to be taking place in human behavior terms when gaps occur on 
the open of the day in relation to the close of the previous day. We have been 
able to define a fairly reliable opportunity here that warrants entering a trade 
when these gaps occur under certain market conditions. 

You will notice in my strategy explanations I will attempt, however briefly, 
to spell out what we believe is taking place in human behavior terms. It’s impor¬ 
tant to remember that, although we may be heading to a point and click elec¬ 
tronic trading world, the fingers of human beings are still responsible for all the 
clicking and trading that’s going on. 

Using 10 minute bars, the Gap Strategy is attempting to take advantage of a 
situation that can materialize after the market has experienced a quiet period. 
The set up for this trade starts with the condition of there being a quiet market. 
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Then a gap in prices on the opening occurs to further continue the set up for a 
buy (long) or sell (short) position into the market. 

Do understand that even though the S&P e-mini market is technically a 24 
hour market, we will be defining the trade only in terms of the hours of the open 
outcry session. So when we refer to a gap in prices from the previous close, we 
are talking about the differential between where prices open in the electronic 
market (at the time the open outcry market opens) compared to where prices 
closed in the electronic market (at the time the open outcry trading session closed 
the previous trading day). 

There are no trades generated with this system in the overnight session (the 
overnight session being those hours when the open outcry session is not trading). 

Let’s continue. When a gap in prices occurs on the opening during a period 
in which volatility is absent in the price action, it can indicate something inter¬ 
esting is taking place in the market. This sudden movement following a quiet 
period is, however, not the only thing we look at. We also want to be able to 
quantify the degree of the gap opening in prices, as that is a necessary element in 
determining if we have a proper set up of our trade entry. 

We want to quantify the degree of the gap opening because a gap opening by 
itself has very little statistical significance for us. What we are interested in are 
those market events that are consistent enough to lean on with a high degree of 
discipline. A volatile market, however, can generate price gaps almost every 
day. Differentiating between them in terms of determining if they are statisti¬ 
cally significant consistent events is difficult. There may be people out there 
who can define a consistency of gap openings during volatile price periods, but 
we have yet to be able to do so. The strategies we are sharing here, however, are 
designed around price information we have come to believe will allow for a 
degree of trading reliability and consistency when acted on over the long term. 

Before going further into the strategy, we first have to determine how we 
define a quiet market. 

As stated earlier, our price gap event is only credible when associated with a 
quiet market. A good way to define a quiet market is by looking at the average 
price range of the last three days and comparing that average with the average 


68 



Chapter 5 


price range of the last twenty days. If the three day average range is less than the 
twenty day average range, you can be certain today’s price environment is fairly 
quiet relative to the price activity of the last several days or weeks. Once you 
have determined a quiet market is occurring, you move on to qualifying a “proper” 
gap opening. 


Determining a Gap Opening... 

The direction of the trade entry will be determined by the direction of the 
price gap. If the market gap opens today to the degree that it is at least greater 
than the average range of the last 30 ten minute bars, then you have a gap open¬ 
ing that meets the condition to continue the set-up for this trade. When you have 
a quiet market, and you have a gap opening of at least this degree, you can then 
proceed to the next step of the trade. 


Picking Your Entry Point... 

We determined years ago that the first 15 to 30 minutes after the opening of 
any market is not particularly the most reliable part of the day. The market is 
digesting what it wants to do with a lot of activity occurring that’s usually more 
noise than anything else. However, once we get through this opening period the 
market tends to establish a tone as to where it wants to go for the day. 

After the first three 10 minute bars (30 minutes) have been completed fol¬ 
lowing the opening bell of the open outcry session of the full size S&P contract, 
we will look to place a buy stop (if the gap is up from the previous day’s close) 
or a sell stop (if the gap is down from the previous day’s close). These stops will 
be placed a few ticks above (when buying) the highest high that’s been posted so 
far for the day, or a few ticks below (when selling) the lowest low that’s been 
posted so far for the day. 

After a quiet market has been determined, and the gap in opening prices has 
occurred, you place the buy or sell stop in the market and wait until you get 
stopped into a new market position. 
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Applying the Exit Strategy for the Gap Signal After Entry ... 

We believe in having an exit order in the market at all times. You never know 
when a piece of news can hit the market and send prices violently moving in a 
single direction. If this move happens to be in the direction of your position, 
that’s great. However, if it goes against your position, it can be a disaster. 

We look at three exit points at all times regardless of the direction of our 
trade. If in a Long Position, we use the closest point to wherever the market 
is trading. Here are the three exit points: 

1) A $500 protective stop. In the case of a single e-mini S&P 500 contract, 
this is a 10 full basis point range (since each point represents $50.00 per 
contract). 

2) Either the lowest low of the last ten 10 minute bars, or the highest high 
since entry minus a value that is four times the average range of the last 
five bars, whichever is closer to your position. 

3) The lowest low of the last 35 ten minute bars (I realize 35 bars may 
sound like a lot, but what it amounts to is really about six hours in the 
markets using 10 minute bars). 

By calculating all of the exit points, and then choosing the closest point to the 
current market price, we determine where we want to exit a long position with 
this strategy. Obviously a computer helps in calculating these points on a real¬ 
time basis (that’s the beauty of using computers). 

A short position will have the same exit points but in the opposite direction, 
as shown below. 

If in a Short Position, we use the closest point to wherever the market is 
trading of the following three exit points: 

1) A $500 protective stop. In the case of a single e-mini S&P 500 contract, 
this is a 10 full basis point range (again, since each point represents $50.00 
per contract). 
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2) Either the highest high of the last ten 10 minute bars, or the lowest low 
since entry plus a value that is four times the average range of the last 
five bars, whichever is closer to your position. 

3) The highest high of the last 35 ten minute bars. 

* * * 

The only other rule that is important with the Gap Strategy is you do not want 
to enter a new signal in the last four 10 minute bars of the day (which is the last 
40 minutes before the close of the open outcry day session). Some strategies are 
fme for entry into the market in this time period, while others are not. In the 
case of this strategy, it is not recommended. 


Chart Examples 

For illustrative purposes, I’ve included the following examples of our Gap 
Strategy, along with brief accompany ing descriptions. Three of them show long 
(or buy) entries, and three of them show short (or sell) entries. All the examples 
use 10 minute bar charts of the S&P 500 market. 
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The Gap Buy Strategy 



Comments: This is a long trade in late 1997 in which we got our price gap on 
the opening and then went long on additional strength thereafter. The trade was 
held into the latter part of the following day, and our exit stop eventually moved 
up to stop out our long position. This was not a huge trade, yet a reasonable 
profit was won over a period of about 24 hours in the position. 
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The Gap Buy Strategy 



Comments: In this trade you can see where the buy entry point was generated, 
although the actual buy only took place when secondary strength continued to 
carry prices higher towards the end of the day. Prices leveled back to our entry 
point by the close of the entry day while our trailing exit stop began to move 
closer to the market action. On the opening of the following day, prices gapped 
up nicely in the direction of our trade. It is interesting to see how our exit 
strategy operated during the market action that followed. Our exit point actually 
moved slightly down to accommodate the sell-off after the sharp rally in order 
to hang on to the trade. The exit point and price action eventually closed the 
position. 
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The Gap Buy Strategy 


1384.93-r 


1364.36+ 


1343J9+ 


1323.214- 


1302 64+ 


1282.07 





Exiled Here 


Bought Here 




Traing Exit Stop 


” I ^ 

A AHAAUA 


10/27/99 10/27/99 10/27/99 10/28/99 10/28/99 10/29/99 10/29/99 

10 Minute Ber Chert 


Comments: After entry into this long trade, our exit strategy then allowed the 
trade ample time to eventually develop. A traditional exit strategy involving 
never moving away from the price action would not have allowed us to hold on 
to this position. This was a very nice trade that lasted about three trading days. 
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1351 91 t 


1329.13+ 


The Gap Sell Strategy 


Traing Exit Stop 



1306.34-1 Sold Here 


1203.56+ 


1260.77+ 


1237 99 

10/11/99 10/12/99 


Exited Here 


V' n * A "L l 
r 


10/13/99 10/14/99 10/15/99 10/18/99 10/19/99 

10 Minute Bar Chart 


Comments: Since we held the short position for quite a while it’s a little diffi¬ 
cult here to see the gap in prices that triggered the entry. The trailing exit stop 
held on to the position even through the consolidation that occurred in the middle 
of the move. This trade took out about 80 basis points in a period of over five 
calendar days. 


75 



S&P 500 Trading Mastery 


1438.35- 


jy v i rotnng c 

""■"W—, / 

1395.99- “V 


The Gap Sell Strategy 


Trailing Exit Stop 


Sold Here 


1374.01 + 


1353.63+ 


Exited Here 



1332.45 

07/19/99 07/21/99 07/22/99 07/23/99 07/30/99 08/03/99 

10 Minute Bar Chart 


Comments: This is another Gap Sell trade that turned into a nice extended price 
move. Do always keep in mind that the essence of a trading strategy is not in 
some fairy tale ability to predict a desirable move every time you put a trade on. 
If you could predict the future of price movement you really wouldn’t even need 
an exit strategy. In any isolated instance, the individual trade result of a trading 
strategy is a fairly random event. It is the consistent management of all trades in 
a disciplined manner that helps to define the performance characteristics of an 
approach. 
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The Gap Sell Strategy 


1174 40r 


1162.02- 


1149.64- 


1137.26+ 


1124.89+ 


Trading Exit Stop 





1112.50 

04/22/98 04/23/98 04/24/98 04/24/98 04/27/98 04/27/98 


10 Minute Bar Chart 


Comments: The price action shown here has price dropping sharply and sud¬ 
denly. Prices do tend to fall faster than they rise, with the drops deeper and more 
pronounced. An exit strategy must be employed that gives the price move plenty 
of room to maneuver, thereby maximizing its potential. 
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Strategy #3 - The Average Buy Signal 

This next strategy is an opportunity that only buys the market. In human 
behavior terms it attempts to mathematically define when a short-term bottom is 
being developed in the market within the backdrop of a longer term time frame, 
and then enters the market when a reversal to the upside takes place. Once the 
set-up bar has presented itself, an opportunity to enter this trade only occurs if 
certain conditions are met in the next 10 minute bar only. If conditions are not 
met for entry in the immediate bar following the set-up bar, there is no trade 
entry. 

Now I’ll specifically define our Average Buy Signal entry point. .. 

1) The set-up bar is the close of a 10 minute bar that must be equal or above 
the average high of the last 10 bars, and .. . 

2) The close of that same 10 minute bar must be less than the average low 
of the last 29 bars. 

3) When this event occurs, enter at a price equal to the average low of the 
last 29 bars. This entry price is only good for the single 10 minute bar 
that follows your set-up bar. 

Once you’ve entered the market with the above entry point you use the same 
exit points listed previously for the Gap Signal, along with an additional exit 
strategy listed below. Use whichever exit point is closer to the market price. 


Exit Points for the Average Buy Signal 

1) A $500 protective stop. In the case of a single e-mini S&P 500 contract, 
this is a 10 full basis point range (since each point represents $50.00 per 
contract). 

2) Either the lowest low of the last ten 10 minute bars, or the highest high 
since entry minus a value that is four times the average range of the last 
five bars, whichever is closer to your position. 
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3) The lowest low of the last 35 ten minute bars. 

For the Average Buy Signal also use this additional exit point: 

4) If a 10 minute bar closes less than or equal to the average low of the last 
10 bars, and the close of that same 10 minute bar is greater than the 
average high of the last 29 bars, then exit the trade at a value equal to the 
average high of the last 29 bars on a stop. 

Of all of the exit points that are presented, again remember to use the one 
closest to the market and exit on a sell stop at that price point. Following now 
are some examples of our Average Buy Signal. All of the examples use 10 
minute bar charts of the S&P 500 market. 
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Average Buy Charts 


970.15-r 


963.27+ 


956.39+ 


949.51 + 


942.63 


Bought Here 


The Average Buy Strategy 




EKited Here 


Trailing Exit Stop 


935. 


MAIMA 


11/10/97 11/19/97 11/19/97 11 /20/97 11 /20/97 11/21/97 11/21/97 


10 Minut* Bjr Chari 


Comments: This particular trade is a good example of how our exit strategy 
attempts to back off the market action, when appropriate, in order to maximize 
profitability. Most of the time you’ll find the exit strategy does not back off the 
price movement very much. However, the price action in this trade adjusted the 
trailing stop in a more atypical fashion. 
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The Average Buy Strategy 


1444 96-r 


1432.55+ 


1420,15+ 


140775+ 


1395.35+ 


1382.94 


Bought Here 


\ 

r 



1 * 

A A A A 



^]>v +J . 

4 * * Exited Here 


A A 


1 

■ 


} 


Trailing Ex4 Stop 


m m h h h h i h m 111 ii 11 ii i n ii 111 h t n ♦ m m i« u m 11 n 


05/24/00 


05/24/00 05/24/00 


05/25/00 


05/25/00 


05/25/00 


05/25/00 


10 Minut* Bjr Chart 


Comments: The exit strategy in this trade played out in a more conventional 
manner, simply moving the stop up into the price action until the trade was 
eventually stopped out. 
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The Average Buy Strategy 



Comments: A strong point common to all of the strategies within the system is 
an ability to hold on to a trade over a period of several hours, or even several 
days. Some take the position that when you hold a trade on the close and take it 
into the next day’s session you run the risk of having your exit stop get gapped 
on an opening significantly beyond your exit point. Though that risk clearly 
does exist, holding on to extended moves is our strategy of choice with this 
system, in order to generate the greatest amount of profit over the long haul. 
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Selling the Market 

In a moment you’ll be introduced to a strategy that we call the Average Sell 
signal. However, unlike the two Gap Signal strategies presented earlier, the 
Average Buy and the Average Sell do not operate in a symmetrical fashion. The 
Average Sell signal establishes short positions; however, it does so in a manner 
different from that in which the Average Buy establishes its long positions. 

Upon examining relatively short-term trading time frames, our research 
strongly suggests that price action in bull or up markets - when compared to 
down markets - is somewhat more controlled and methodical. Volatility is kept 
more at bay in bull markets, until the move matures and results in a breakdown 
of market prices. That’s when the late, weak hands get their due for arriving at 
the party too late. (When examining very long-term time frames, however, long¬ 
term bull markets increasingly tend to look like long-term bear markets.) 

In short-term time frames, our research does tend to make the case that bear 
or down markets do present different challenges and do need to be approached 
in a somewhat different manner. Falling prices are generally much more unpre¬ 
dictable, more violent, and produce trends that - once it becomes obvious the 
market is heading south - are much harder to get aboard. Another aspect to 
down market trading that needs to be considered is the tendency for the snap 
backs in price that occur after significant breaks to be much greater than the pull 
backs that occur after trade entry in a bull market. 

The problems created by a much more unpredictable snap back in prices 
during a falling market means that if your original short trade entry is not very 
good, you have a much higher probability of your position going underwater. 
Eventually, of course, the market may prove that your original short position 
and direction was correct. The obvious problem, though, is if you hold a short 
trade that goes into a losing status too long during one of these bear market snap 
backs, it may not be appropriate to hang on to the position at all. The market 
may, in fact, be reversing back up. The current sell position you are holding will 
then not prove profitable, as the market is now going the other way. 

The point here being that the best way to participate in a sell-off is to make 
every effort possible to establish good trade location initially. Once you’ve 
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established a position with good trade location, it’s important to do everything 
you can to avoid losing it, because you want to use your good trade location 
from a position of strength. If you sell weakness, it’s best to be selling the 
market subsequent to a recent rally, because the odds are then better that your 
short position trade location will be more favorable. Selling when prices have 
dramatically weakened can lead to scenarios in which it may prove difficult for 
you to be able to hold on to your trade, as quite often you don’t get the best of 
trade locations at this point. 

Now that we’ve briefly touched upon the differences and difficulties of sell¬ 
ing a market as opposed to buying it, let’s get into the strategy “specifics” for the 
Average Sell Signal. 
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Strategy #4 - The Average Sell Signal 

The Average Sell Strategy sells the market in anticipation of prices falling 
after entry. A drop in price occurs after a period of sideways trading. Eventually 
price begins to trail off to the downside and a new down trend takes hold. The 
rules for establishing the set-up for this entry appear below. Once again here 
I’m using 10 minute bars ... 

1) The highest high of the last 55 ten minute bars must have occurred before 
the events, spelled out in the next two rules, take place. 

2) The close of a 10 minute bar must close below the average low of the last 
35 bars, and then a subsequent bar must close above the average high of 
the last 35 bars. 

3) We sell the market at a price equivalent to the lowest low of the last four 
bars minus a few ticks, starting from the first bar to close above the 
average high of the last 35 bars. 

Once you’ve established a short position you now begin considering your 
exit technique. 


Exit Points for the Average Sell Signal 

The exit points for the Average Sell Signal consist of a protective stop and 
two price condition techniques. Of these possible exit points, use the one that 
offers the closest exit to where the market is trading. 

1) A $500 protective stop. In the case of a single e-mini S&P 500 contract, 

this is a 10 full basis point range (each point represents $50.00 per con¬ 
tract). 
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2) The highest high of the last 35 ten minute bars, or ... 

3) The lowest low since entry plus two times the average range of the last 
30 bars. 

We’ve included the following examples of our Average Sell Signal. Once 
again, all of them use 10 minute bar charts of the S&P 500 market. 


Average Sell Charts 


The Average Sell Strategy 


1558.83-r 


1519.58+ 


1480.33- 


1441.07+ 


1401.82- 


Trailing Exit Stop 


Exited Here 



1 362.57 1 H H HlWH H Iftt IH H t H H H IH ft lHHtiH Hm Mi -ilHHf l HfHIHH HH tffllf Wl W HH t H II H UII W IB MIH BIH Hf H B i l- H 

04/11/00 04/12/00 04/13/00 04/13/00 04/14/00 04/17/00 04/17/00 


10 Minute Bar Chart 


Comments: The Average Sell Strategy works much like a small snowball gradu¬ 
ally building in size as it picks up momentum. In this example, a price ledge is 
built with the sellers eventually taking control as the longs begin bailing out of 
their positions. 
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The Average Sell Strategy 


1121 52t 


1087.41 + 


1053.30- 


EKited Here 


1019 20 - 


985.09- 



08/26/98 08/27/98 08/20/98 08/20/98 08/31/98 09/01/98 09/01/98 


10 Minutft Bar Chart 


Comments: Again here prices break down and gradually erode over the course 
of the trade, generating a nice move. Had we exited this trade on the close of the 
first day of entry, we would not have been able to capture the degree of profit 
that we did as the full move ran its course over more than four trading days. 
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1221.01-r 


1207.51 + 


1194.00 


1180.50 


1166.991- 


1153.49 

07/20/98 07/21/98 


The Average Sell Strategy 


Trailing Exit Stop 



Exited Here 


Vv' 


07/22/98 07/23/98 07/24/98 07/27/98 07/28/98 

10 Minute Bjt Chjit 


Comments: Prices broke down rather quickly after trade entry, and we were 
fortunate not to have been stopped out by a rally that took place on the 22nd. On 
the 22nd the trade still had several more days of life left in it, eventually being 
stopped out on the 27th. 
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Strategy #5 - The Big Bar Buy 

We call this fifth and final strategy the Big Bar Buy due to the fact that a rally 
to the upside quite often occurs after the set-up takes place. What is actually 
taking place in the market, in human behavior terms, is that an oversold condi¬ 
tion in prices is occurring. Selling dries up at a certain point, the buyers then 
take control, and the market experiences a rally that can potentially mark the 
beginning of a nice up move. This is another strategy wherein once the set-up 
bar has presented itself, the opportunity to enter this trade only materializes if 
certain conditions are met in the next 10 minute bar following the set-up bar. If 
conditions are not met for entry in the immediate bar following the set-up bar, 
there is no trade. 

Here’s the set-up ... 

1) The range of a 10 minute bar is greater than two times the average range 
of the first 30 bars, and ... 

2) The close of that same bar is less than the close of the most previous bar. 

3) Enter to buy a few ticks above the high of the previous bar (the “previ¬ 
ous bar” meaning the bar that came before the bar mentioned in step 
one). 

Do not run this set-up on the last bar of the day in order to avoid having to 
enter on the next day’s opening. 


Big Bar Exit Points 

After entering a long position with the Big Bar Entry strategy, exit the posi¬ 
tion with one of the following exit points. Use the exit point closest to the most 
current market price ... 

1) A $500 protective stop. (As you’ll recall, for a single e-mini S&P 500 
contract this is a 10 full basis point range since each point represents 
$50.00 per contract.) 
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2) Either the lowest low of the last ten 10 minute bars, or the highest high 
since entry minus a value that is four times the average range of the last 
five bars, whichever is closer to the market. 

3) The lowest low of the last 35 ten minute bars. 

Here now are a few examples of our Big Bar Buy Signal. All use 10 minute 
bar charts of the S&P 500 market. 


Big Bar Buy Charts 


The Big Bar Buy Strategy 


1421.35-r 


1411.37+ 


1401.39+ 


1391.41 + 


1381.43+ 



Bought Here 





Exited Here 


A A 


Aa a 


\ 

Trailing Exit Stop 


1371.45 1 H III H IIII HHI I N IIII HH Il H I H IIIIII II -ffff H -tfl HHH I i lllll H I l lt UH tti W H HHhHHH fWt UHH HfN 
11/11/99 11/12/99 11/12/99 11/15/99 11/15/99 11/16/99 11/16/99 


10 Minute Bar Chart 


Comments: The price set-up for the Big Bar Buy Strategy is one in which there 
is a selling climax. All of the selling dries up, and the buyers then take control of 
the market and drive prices much higher. When this set-up occurs properly, 
additional buyers are attracted who then blow out the weak sellers, further pro¬ 
pelling prices higher. The interesting thing about this set-up is that it only oc¬ 
curs in a single down bar. If we don’t immediately get some follow through to 
the upside, the set-up is then no longer in effect. Yet, you can see this set-up can 
occasionally signal a trade entry at the beginning of a nice price move. 
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The Big Bar Buy Strategy 



Comments: Here’s another example of an exhaustion move to the downside 
creating a nice trade entry on the long side of the market, eventually resulting in 
a decent price swing. Traders should remember that just because an entry set-up 
is generated does not mean a nice profitable price swing will subsequently oc¬ 
cur. Entry on one of these set-ups does mean, however, that you are entering 
during a consistent event triggered by “often repetitive” human behavior. And 
that probably will put you in a good position to manage the trade in a way that 
will reward you with some degree of consistency over time. 
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The Big Bar Buy Strategy 



Comments: Again here the Big Bar set-up gets you in at a turning point in the 
market. Basically, this trade was never really close to getting stopped out during 
most of its life. The average time in a profitable trade is about 1.5 trading days, 
which is the length of the trade shown above. Yet, when you’re in the middle of 
a nice move, some positions can last several days longer. At those times there 
can be a great temptation to short circuit a profitable trade and get out before the 
exit strategy takes you out. Of course, though, none of us can predict the future 
of the market. Keep in mind that the size of your profitable trades must be two 
to three times larger than the average size of your losing trades to be profitable 
over the long term. The exit techniques for this Strategy are designed to hold on 
to an extended move as long as possible. I believe the use of mechanical exit 
techniques will better serve you over the long haul than will attempting to “cherry 
pick” the exit of each profitable event. You may be successful at exiting the 
trade on a discretionary basis in the short-term, but it may be very difficult for 
you to accomplish this over the long-term. As I say, just keep this fact in mind 
before you start pulling the plug on your good trades. 

★ * * 
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Individually, each of the five core strategies presented in this chapter held up 
well when examined with historical price data of the S&P 500 market over many 
years. When these strategies are combined into a central trading system, you 
end up with a flexible method that can accommodate a variety of trading envi¬ 
ronments. In the next chapter, I will offer some historical perspective on perfor¬ 
mance that will lend credibility to this claim. Before we get to that, though, I 
would like to close out this chapter by offering . .. 


Suggestions for Those Who Don’t Want 
To Baby-Sit the Markets All Day 

When speaking to individuals interested in trading I am inevitably asked by 
some how they might trade this system without having to watch the markets all 
day every day. If you don’t have the time (or are not inclined to take the time) to 
continuously monitor the market during the day, my first suggestion would be to 
delegate the implementation of our strategies to one of our authorized profes¬ 
sional brokers who will stringently adhere to following this systematic approach. 
(See Chapter 9 for details.) Of course, one of the beauties of a systematic trad¬ 
ing approach is that it can be delegated to someone else to ensure a disciplined 
application. However, if you are determined (or hell bent) to implement this 
S&P strategy yourself, without having to watch the markets every minute of the 
day, I would resolve the issue with the following specific strategic recommen¬ 
dation. It’s a recommendation that comes with this caveat, though; that imple¬ 
menting this system in a manner different than what was already explained in 
this book may or may not produce significantly different results (which may or 
may not be better or worse) than what’s been shown and described. 

My recommendation, then, would be to use only the Gap Buy and Gap Sell 
strategies that are set up about 30 minutes after the opening bell. I would place 
an entry stop after that point and, if it is hit, tell the broker to exit the trade with 
a $500.00 exit point using the S&P e-mini contract (that’s 10 basis points from 
the point of entry). If you have a position through the close of the first day of 
entry, I would use an exit point that is the high of the previous day (if in a short 
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position), or the low of the previous day (if in a long position). Maintain the 
high or low price of the previous day as your exit strategy for the duration of the 
trade. This allows you to use our approach without being tied to a quote screen 
all day, or completely delegating the process to an authorized executing broker. 
Incidentally, when we tested this “bare bones” approach, all years showed a 
profit based on historical prices from 1997 through to the time this book went to 
press. 
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Individual and Aggregate 
Strategy Performance 


We’ve discussed the rules of the five strategies that make up our S&P trading 
system, and would now like to discuss the inherent performance qualities that 
each of them produces individually and in their aggregate as a single trading 
system. 

All of the performance numbers shown in this chapter are derived from his¬ 
torical tic data of the S&P e-mini market during those trading hours when the 
full size S&P contract is trading. First I’ll show you a test of each strategy, and 
then will present the aggregate results of the combined strategies working as a 
single integrated trading system. The analysis covers about 36 months, ending 
in the summer of the year 2000. We are showing these figures in order to give 
readers an idea as to how each strategy performed over a period of several years, 
along with my comments. We’ve also deducted $30.00 per trade for slippage 
and commission. All performance is based on a single e-mini (l/5th) contract of 
the S&P 500 market. Performance is simulated and shown for informational 
and educational purposes: 
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The Gap Buy 


Gross Profit 

14837.50 

Gross Loss 

-12850.50 

Total Trades 

74 

Profit Trades 

25 

Loss Trades 

49 

Profit Percentage 

33.78% 

Greatest Profit 

3770.00 

Greatest Loss 

-557.50 

Worst Drawdown 

-2065.00 

Net Profit 

1987.50 


Comments: Obviously, for this particular three year period (from 9/97 through 
8/00) the Gap Buy Strategy didn’t make a ton of money. One would assume that 
during this period, when the stock market was in a raging bull market, that a buy 
signal would generate more profitability than its symmetrical Gap Sell signal. 
However, you will shortly see that was not the case. 

Of the five strategies this particular technique was the weakest for this three 
year period. That doesn’t necessarily mean, however, that it will be the weakest 
strategy of the five for the subsequent three year period that follows. Note that 
its worst case drawdown is pretty low, and it doesn’t appear to be a strategy that 
has a great deal of risk. We believe this strategy has merit and should be in¬ 
cluded with the other four strategies. 
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The Gap Sell 


Gross Profit 

23192.50 

Gross Loss 

-9057.50 

Total Trades 

49 

Profit Trades 

24 

Loss Trades 

49 

Profit Percentage 

48.98% 

Greatest Profit 

3620.00 

Greatest Loss 

-530.00 

Worst Drawdown 

-1600.00 

Net Profit 

14135.00 


Comments: Compared to its buying counterpart, the Gap Sell Strategy has a 
much better bottom line, a better percentage of profitable trades and gives up 
much less of its profitability. 

Although it did not turn out to be the case here, one would have naturally 
assumed that during a very bullish stock market environment a selling opportu¬ 
nity (like the Gap Sell) would be much weaker compared to the buy side of the 
market. That assumption didn’t hold true in this instance because of the nature 
of the techniques themselves and our time frame. 

If we were using a long-term trend following trading strategy, the results 
would be more of a mirrored reflection of the long-term trend. The smaller 
one’s time frame, the less correlated the results will be to the overall macro trend 
of the market. This is a very good thing when you are looking for non- 
correlated results compared to other investments. 

For example, if you’ve invested in a typical stock investment fund, your as¬ 
sets are probably in a buy and hold strategy with a bias only to the upside. Your 
assets, obviously, will fluctuate in value very much in sync with major stock 
market trends. That’s not necessarily the case, however, when trading disparate 
recurring events. At the end of this chapter you’ll find the combined results of 
all five strategies, and there you’ll see that the conglomeration of all of these 
isolated trading events begins to build a profile that doesn’t reflect the major 
trend of the stock market. 

This is the great advantage of using a non-correlated market with a system¬ 
atic approach in the first place, particularly with a short-term time frame. 
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The Average Buy 


Gross Profit 

35857.50 

Gross Loss 

-26097.50 

Total Trades 

149 

Profit Trades 

53 

Loss Trades 

96 

Profit Percentage 

35.57% 

Greatest Profit 

2387.50 

Greatest Loss 

-815.00 

Worst Drawdown 

-4047.50 

Net Profit 

9760.00 


Comments: The figures for the Average Buy Signal are really a reflection of the 
S&P 500 stock index’s ability to turn around during price weakness and head 
higher, continuing its bull market trend during this particular period. 

Quite often this trading opportunity is created when the market has experi¬ 
enced an oversold condition, and a position is entered on strength immediately 
following a longer period of weakness. I have believed for many years that, by 
and large, opportunity in the markets is more often the result of a surprise rather 
than the conventional consensus. This particular trading event probably illus¬ 
trates this phenomenon more than any of the other strategies. 
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The Average Sell 

Gross Profit 

58730.00 

Gross Loss 

-32417.50 

Total Trades 

171 

Profit Trades 

52 

Loss Trades 

119 

Profit Percentage 

30.41 % 

Greatest Profit 

4745.00 

Greatest Loss 

675.50 

Worst Drawdown 

-4215.00 

Net Profit 

26312.50 


Comments: The net profit figures shown for the Average Sell Signal are the 
strongest of the five strategies for this particular time period. It generates an 
average profitable trade of $1,129.42 with an average loss of $272.42 and a 
profit-to-loss ratio of 4.15 to 1. What it doesn’t have in accuracy it certainly 
makes up for in a very strong profit-to-loss ratio. 

Obviously, this particular opportunity is a big part of the overall combined 
strategy’s bottom line. One might conclude that it would be a good idea to dump 
all of the other strategies and go with this one exclusively. Our experience has 
taught us that going with a particular racehorse just because it did well over the 
last few years doesn’t automatically mean it’s going to do well in the future. 
The ultimate goal in system design is not only profitability but also consistency. 
The markets tend to generate profitability in lumps rather than streams, and 
anything you can do to smooth out performance without hurting profitability is 
a major accomplishment. 

If I had to choose between profitability and consistency, I’d be inclined to 
choose profitability. However, if you are selling products to third parties, you 
must consider the emotional impact that prolonged periods of flat to negative 
performance might have on potential clients. If clients throw in the towel, it’s 
tough to build a business. On the other hand, educating clients is a part of the 
relationship as well. In the end striking a balance between profitability and 
consistency is an all-important key for both attracting - and keeping - clients. 
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The Big Bar Buy 

Gross Profit 

18632.50 

Gross Loss 

-8885.00 

Total Trades 

59 

Profit Trades 

25 

Loss Trades 

34 

Profit Percentage 

42.37% 

Greatest Profit 

3345.00 

Greatest Loss 

-530.00 

Worst Drawdown 

-2085.00 

Net Profit 

9747.50 


Comments: It’s a little hard to believe that a single 10 minute bar event in the 
market such as the Big Bar Buy Strategy can amount to anything substantial, let 
alone be quite a decent strategy with some credible performance. 

This particular strategy isolates an event when short-term weakness comes 
into the market. Within a matter of minutes the selling dries up and the buyers 
quickly take control of the market, driving prices up. This trading event can 
signal you into the beginning of a major new uptrend, or - on the other hand - 
may leave you with very little follow-through after it occurs. Your degree of 
success with it will often be a function of jumping on the entry trigger in a 
timely manner and then managing the trade thereafter. Regardless, it is a neat 
little set-up for an entry that allows you to jump on board when the buying is 
going in your direction. 

This is another good example of an event that can occur out of nowhere 
during the course of the trading day, and has very little to do with the long-term 
major trend of the market. The result is a newly created profit opportunity that 
is non-correlated to the major trend of the S&P market. 
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Combined Strategies 


Gross Profit 

151250.00 

Gross Loss 

-89307.50 

Total Trades 

502 

Profit Trades 

180 

Loss Trades 

322 

Profit Percentage 

35.86% 

Average Profit 

840.28 

Average Loss 

-277.35 

Profit to Loss Ratio 

3.03 to 1 

Greatest Profit 

4745.00 

Greatest Loss 

-825.00 

Worst Drawdown 

-4575.00 

Net Profit 

61942.50 


Comments: The figures shown above are the aggregate results of using the 
combined five strategies into a single integrated trading system. We call this 
system the S&P 500 Pro-System. Historically it generates a trade about every 
other day. It has three buy strategies and two sell strategies, and their combined 
opportunities seem to generate an approach to the markets that creates a fairly 
consistent result. 

Speaking of consistency, there are many ways to both evaluate and measure 
it. One of the simplest (and most telling) measures to look at to illustrate a 
system’s consistency is a Rolling 12 Month Net Result analysis. This involves 
looking at every 12 month period that existed throughout the entire time frame 
you are evaluating. (You’ll see I’ve also added some additional months on the 
following 12 Month Rolling Net Profit chart. That brought performance right 
up until the end of the 2000 trading year.) 
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12 Month Rolling Net Profit & Loss 
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Sep 1997 thru Dec 2000 


As you can see in the above graph, every 12 month period from September 
1997 through December 2000 was profitable, with net results ranging from just 
under $10,000, all the way up to just above $30,000. This pointedly illustrates 
that over a 12 month period, and after generating about 130 trades per year, the 
combined strategies are pretty well equipped to handle just about anything the 
market can throw at it. (Knock on wood.) 

For the S&P 500 market, the year 2000 was a perfect example of being a soup 
to nuts type of environment. The first quarter consisted of price action that was 
almost straight up, peaking at the end of March. The second quarter resulted in 
a pretty good sell-off in prices. The third quarter consisted of fairly dead and 
sideways action, without a great deal of volatility heading into the presidential 
election. And finally, during the fourth quarter, the market experienced day-to- 
day volatility that was keying off the news of the election. If presidential candi¬ 
date Bush had a good day in the courts, the market would have a tremendous 
rally. If presidential candidate Gore had a good day in the court system, the next 
day would be a tremendous sell-off. 

The following is a listing of monthly net results for the year 2000 using the 
combination of all five strategies (in the version of the system that was made 
available to subscribers through our company Serious Market Tools, 11c). After 
recapping here a little of what transpired during that year, we think our little 
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approach to the markets accommodated the market action pretty well. See for 
yourself. 


Monthly Performance for Year 2000 


1/00 

$ 68 

2/00 

1,988 

3/00 

1,783 

4/00 

4,168 

5/00 

5,418 

6/00 

580 

7/00 

1,148 

8/00 

1,680 

9/00 

-2,890 

10/00 

3,625 

11/00 

2,606 

12/00 

5,094 

Total 

$25,266 


Are we implying that every year with this strategy is going to be this good? 
No, we are not. We’re just pointing out that, given the very diverse price envi¬ 
ronment in the year 2000, the five little strategies that are in the S&P 500 Pro- 
System produced a profit in 11 out of the 12 months. 


How Did We Generate This Performance? 

The year 2000 results just shown (derived from over 130 trades taken over 
the 12 months) were obtained using the combined five strategies during real¬ 
time conditions on price data from the markets. We’ve deducted $30.00 per 
round turn trade for slippage and commission costs. This performance was not 
generated from an actual trading account, nor was it generated from a simple 
computer simulation. It was generated in real time with our trading program 
operating on actual real-time price data over the entire trading year. 


103 



S&P 500 Trading Mastery 


A calendar trading year in the S&P 500 open outcry market consists of seven 
hours and forty-five minutes a day (resulting in 465 trading minutes), with about 
245 trading days per year, equaling 113,925 trading minutes. And we were there 
to experience every single minute. Do understand that unless you are willing to 
experience every one of those trading minutes, you cannot get the full benefit of 
any trading strategy in the S&P 500 market. 

Of course, as I mentioned in the last chapter, you’ll be seeing (in Chapter 9) 
how we’ve eliminated the problem of having to sit at a trading screen all day 
through a very unique concept that uses a small group of authorized executing 
brokers. These brokers are very capable and in a position to implement this 
trading approach in a professional manner. I just can’t emphasize enough the 
importance of implementing trading recommendations with absolute discipline. 

It requires a tremendous amount of dedication to bring value to any system¬ 
atic trading approach, and it is entirely too easy for people using them to fold 
like a cheap tent and quit when adversity comes their way. Having a profes¬ 
sional implement a trading approach for you lessens the likelihood of that sce¬ 
nario coming to pass. 

(Please note the following: In order to clarify all performance results shown 
in this book, or any performance that is presented in association with Serious 
Market Tools, lie, we have never made claims in the past, nor will we make any 
claims in the future that any performance is “actual ” as derived from actual 
market results that can be supported with our own purchase and sale statements 
as implemented by our firm. However, there are brokers associated in our net¬ 
work who can verify certain results, and can verify that they have been imple¬ 
mented on behalf of subscribers to our S&P 500 Pro-System service. Since it 
has never been the policy of Serious Market Tools, lie to represent its results as 
“actual, ” we would classify any and all performance shown as simulated in 
nature. To represent any performance as actual as a result of our implementa¬ 
tion ofour own recommendations would require the registration of Serious Market 
Tools, lie as a Commodity Trading Advisor and would prevent it from operating 
with the full rights as a publishing company that all publishing companies enjoy 
under the protection of the First Amendment of the Constitution of the United 
States of America.) 
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Chapter 


Making the Decision Whether 
To Trade and What To Trade 


In thinking about my many conversations with people who are interested in 
the markets and trading, there are several key topics that come to mind. I wanted 
to touch on some of them in this chapter in an effort to help the reader decide 
how best to advance his or her particular trading interests. First, let’s take a look 
at the choice of which broad category of trading instruments to trade. 


Stocks Vs. Futures 

During 1999, as I’m sure you recall, many tech stocks experienced gains that 
approached a 100% return. In the first half of the following year many of those 
high tech flyers gave back as much as 30% or more of their value. A good 
number of the people who began trading individual stocks during 1999 felt like 
geniuses, while the following year they learned how difficult trading can be. 

The increase in the number of people actively trading individual stocks has 
contributed to the increase in interest in trading markets available on the major 
futures exchanges. Interestingly, a new wave of products that may appeal to 
stock and futures traders - futures contracts on individual stocks - are coming to 
the marketplace. Like all futures contracts, individual stock futures are trading 
vehicles that enable a person to take a long or short position in a stock with only 
about 5% of the market value of the stock. If you exclude the leverage and 
volatility associated with a futures contract, trading individual stocks in this 
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manner would seem to have more inherent flexibility than owning the stock 
itself. 

Owning a stock, by and large, has you fully cash invested. When you own a 
stock you have no margin calls, and can hold it indefinitely without having to 
exit your position due to expiration dates (like those that exist with futures con¬ 
tracts). When you own the entire stock outright, you don’t have leverage work¬ 
ing for or against you. Of course, this is an advantage when you are wrong 
about market direction, and a big disadvantage when you are right. 

The big problem I have with owning stocks is their tremendous bias to the 
upside. When (and not if) we go through a prolonged period when stocks go 
sideways or down, it simply is much more difficult to take advantage of falling 
prices. In the case of a futures contract, putting on a short trade is just as easy as 
initiating a long trade. 

Traditionally stocks do not move very much until they have very little com¬ 
petition as an investment vehicle. It’s usually only when investment alterna¬ 
tives are doing poorly that the general public becomes convinced that the stock 
market is a reliable way to accumulate wealth. 

Conclusion: I do not feel that short-term trading of the stock market, with the 
actual stock itself, is a long-term scenario that can be profitable. It’s a matter of 
not having adequate volatility when trading a cash equivalent instrument. You 
might understandably question this and point out that the stock market has been 
tremendously volatile over the last few years. That’s true; however, you have to 
understand I’m looking at all markets from a personal long-term perspective 
spanning over 20 years. Sure stocks may be volatile today, and short-term trad¬ 
ing of stocks may work today, but if volatility should fall, trading stocks on a 
short-term basis without the use of leverage will become more difficult. 

The leverage of futures helps compensate for a lack of volatility, which is 
necessary in order for a short-term trading approach to have a higher probability 
of success. 

If I were a stock portfolio manager I would take the buy and hold approach, 
with time horizon holding periods out as far as three to five years. I’d make 
adjustments to the portfolio no more often than once or twice a year. The reason 
for this being you have to hold these non-leveraged positions for their long-term 
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trends in order to have a big enough move to generate a profit. Again, it’s be¬ 
cause stocks are non-leveraged instruments. 

As we’ve seen, sure you can have a short-term rally in tech stocks and gener¬ 
ate a significant rate of return. Still, though, with non-leveraged instruments 
like stocks, it is very difficult to create a profitable result unless you have a large 
capital pool in which to trade. Otherwise the potential short-term gain is just not 
worth the effort. 

If one’s holding period is significantly less than a minimum of 12 months, I 
would conclude the futures markets (the leveraged medium) makes a lot more 
sense, primarily because the futures markets are not as dependent upon market 
volatility. If you give the downside to trading the actual stock a little thought, I 
think you will come to the same conclusion. 

What About Options? 

In the perpetually ongoing discussion and debate as to where best to direct 
one’s speculative and investment capital, I regularly am asked, “What about 
options?” My usual response is, “What about them? Do you want to trade them 
to feel safe, or do you want to trade something that will make you money?” 

Of course, I recognize my response is full of editorial comment, yet it pretty 
much sums up my view about options at the present time. 

I do realize there are a slew of products and programs available that attempt 
to tap the options markets for profit. However, our research has confirmed my 
belief that - for the most part - you pay a very large price for the privilege of 
having your risk “fixed.” In all of the scenarios we’ve studied - including using 
net market positions, hedging, and selling option premiums - there tends to be a 
great deal more downside than upside in terms of the profit potential. 

Please don’t interpret what I’ve stated to mean that just because I haven’t 
discovered a systematic approach to consistently profiting from the option mar¬ 
kets that either someone isn’t doing it, or I won’t be capable of achieving this in 
the future. I’m just saying that none of the traditional ways people think of for 
using options can be consistently employed year in and year out with a high 
probability of a profit. 
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Of course, there are isolated market situations that can and do arise when 
applying a particular option strategy can work like a charm. Yet that particular 
specific situation may then not recur again for several months or even years. 

Before moving on from options I’ll give you my quick take on the pros and 
cons of some of the conventional ways in which people use options. Included in 
the pages that follow here also is a slightly lengthier look at the concept of 
hedging. That’s a pet area of interest of mine as I’ve long felt that it’s an 
underutilized and potentially very beneficial use for futures. In fact, on more 
than one occasion I’ve considered offering hedging plans commercially, but as 
yet have not done so. 

In general, then, options are primarily used for: 

a) Net position trading, instead of using futures contracts. 

When you take a net directional position in the options markets, whether you 
are in or out of the money, you pay for a fixed risk in your trade. Meaning you 
can never lose any more than you put up. 

Valued into the price of the option is volatility, time decay and the direction 
of the market. The level of importance of each of these three price components 
is difficult to quantify under all circumstances. It’s my opinion, though, that the 
value of the direction of the market is the smallest component in the price of an 
option. 

If you buy a call with the assumption that prices are going up in a market, and 
the volatility value is too high, or the time decay component is too high, the 
value of the option may have very little to do with the price of the market. Of 
course, if the price of the market exceeds the price of your option, you are now 
trading in the money and theoretically you now have the equivalent of an actual 
futures contract working in the market (as long as it stays in the money). How¬ 
ever, I’ve actually seen option trades that were correct in their direction assump¬ 
tion end up losing money due to the fact that the price of the option was so 
skewed from the non-directional values that went into its pricing. 

Granted, there are many trading programs that can help you determine if an 
option is overvalued or undervalued according to the different volatility, time 
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and directional aspects that go into determining the price of an option. Yet, 
invariably, when we go to examine these programs, their creators begin telling 
us about the assumptions that are factored into evaluating the price of options. 

As a systems developer I am very reluctant to accept common evaluation 
formulas for no other reason than the fact that they have become an accepted 
industry method. In my view this is the primary reason not to be using them. If 
everyone is basing his or her decision on the same evaluation model, where is 
the opportunity in that? 

Furthermore, the data that is used for options is very poor when you go just a 
few months out from expiration. Many markets that you would assume would 
have a tremendous degree of volume sometimes trade only a few times a day; 
that then is a market that will no longer exist on very volatile days. Due to the 
fact that a significant amount of data represents a high degree of illiquidity, what 
kind of assumptions must you then make in the research process for trading 
these markets in the future? Guessing would seem to be necessary; however, it 
only takes one seriously wrong assumption to completely throw off the profit/ 
loss possibilities you are looking at. 

b) Selling and collecting the premium, where the time decay component 
works for you in an option. 

Selling the premium is really taking on the role of the option trader that you 
would buy an option from. That is, you would sell the premium to another 
buyer and let the time decay of his premium work in your favor rather than his. 
The seller of the premium conversely does not have a fixed level of risk and 
therefore has unlimited exposure in the opposite direction of his position. 

Since the decay aspect of options is designed to be in favor of the seller of the 
premium (because the seller is not working with a fixed level of risk) we have 
seriously looked at selling premiums many times. Our conclusion was the same 
each time premium selling was considered. The conclusion being that you con¬ 
sistently made small profits over the course of a year or two, and then in a very 
short period experienced a very volatile price period that went against your po¬ 
sition, thereby giving back most or all of the profits in a single trade or short 
series of trades. 
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Now, once again, just because this is our current conclusion doesn’t mean it 
can’t be done. And I am sure there is someone out there capable of consistently 
producing a profit and avoiding the violent period of reckoning where long-term 
profits are then given back to the market. Yet, in speaking with people who have 
traded options far more than I, they’ve almost unanimously come to the same 
conclusion about the long-term lack of profitability when it comes to selling 
premiums. 

c) Hedging commodities or financial instruments. 

Farmer Brown produces com. He’s got thousands of acres of it over the state 
of southern Illinois and thinks the cash price is high right now, but has got an¬ 
other 60 days before his crop is ready to harvest. Instead of selling it in the 
futures markets, he decides to use the options markets. 

This is just one scenario that would suggest a hedging situation. Of course, 
there are many other hedging applications for those who produce commodities 
and are looking to sell them, and for processors who will need to buy commodi¬ 
ties in order to convert them into a product at the consumer level. Currency or 
interest rates can be hedged with financial futures and options as well. 

Hedging - or, more accurately, the lack of proper hedging - is one of the 
more perplexing aspects of the markets. It’s even more perplexing when you 
consider that hedging was one of the primary reasons the futures markets were 
created in the first place. Let me explain. 

One would think producers and processors of commodities would understand 
why hedging is important, yet it’s clear the vast majority of people who should 
be hedging do not hedge their risk, and if they do hedge, quite often they do it 
incorrectly. 

A hedge is nothing more than a spread. A spread means you have market 
exposure when prices move up and down, both at the same time. If your expo¬ 
sure in both directions is equal, you have the equivalent position of being out of 
the market. I’ve used a farmer in my earlier example, now let’s look at an oil 
producer. 

Let’s say a small oil producer has a net production interest of5,000 barrels of 
crude oil per month, or 60,000 barrels per year. Since he owns the production, 
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as is the case with all producers of commodities, he actually owns a net “long” 
position in the market, as the value of his commodity can only increase if prices 
rise. He, of course, then is vulnerable when prices fall. 

Now a refiner who buys oil is trying to position himself in between the mar¬ 
ket price of the producer and market price of the retailer. The greatest threat to 
his economic survival is his inability to keep his costs low when obtaining oil 
from the producer, so in reality he has a net “short” position in the market. If 
prices go up he either passes his higher costs on to the retailer/consumer, or he 
makes less of a profit. Now that you understand the market position of the 
processor, let’s go back to the oil producer’s example. 

If the price of oil goes to zero, the producer is history. Of course, it could be 
said that the price of a commodity can’t go to zero. However, zero to you and I 
might sound like zero, but zero to a producer is his cost to produce that com¬ 
modity. The oil producer has lifting costs. It takes energy to pump crude oil. He 
may also have brine water that must be disposed of, and that increases costs as 
well. His break-even price might be as high as $8 to $10 per barrel of oil. 
Conversely, his theoretical zero might be $10 per barrel. 

If the price of oil is trading at $ 10, that oil producer is making nothing. If the 
price goes to $7 per barrel, he is faced with either shutting down his wells, 
which can potentially cost tens of thousands of dollars to bring them back on 
production in the future, or he continues to produce the oil at a loss. He’s got a 
payroll to keep, and probably some form of bank note to service as well. If 
market conditions don’t allow prices to move higher in a very short period of 
time, this oil producer - and many others like him - are forced out of the busi¬ 
ness. (By and large, having such cheap oil during the last 10 to 20 years is what 
has gutted the domestic oil production in the United States.) 

Putting on a hedge only when you need it is a worthless proposition. Unfor¬ 
tunately, however, nearly everyone who could take the volatility out of their 
market exposure by using a consistent hedging program doesn’t recognize this 
during the good times. If the people who needed to were willing to use just a 
few percent of their annual cash flow to put a hedge on during the good times, 
then they would reap the rewards when prices really begin to squeeze the bot¬ 
tom line. 
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The purpose of a hedge is nothing more than reducing the potential market 
volatility your company might be exposed to in the future. In some cases that 
volatility can be a financial threat, but under normal circumstances it does allow 
a better environment in which to run a business plan. 

The other problem with small producers is that they don’t have the time or 
skill to put on the hedge. As for the market exposure of large corporations, their 
Chief Accountant or Financial Officer is often too concerned with other bottom 
line issues and doesn’t have the expertise to know when to place the hedge 
either. 

There are large hedging departments with major corporations who buy mil¬ 
lions of dollars of various goods for their companies, yet more often than not 
they miss the mark when it comes to reducing this potential market volatility 
that can periodically affect their bottom line. 

These hedging departments quite often do a poor job because a simple hedge 
trade is only a periodic activity. Our research shows that a simple hedging strat¬ 
egy is - on the surface - a waste of money in about two out of every three years 
you implement it, and only requires as many as two or three trades per year on 
average. That’s about six to nine trades for every three years. That’s it! 

Yet if I’m running a large Fortune 500 company with a good sized hedging 
department, what are these people going to do every day? I can assure you that 
the vast majority of the staff is going to dream up stuff to do in the markets under 
the guise that they are hedging risk. The result, in my opinion, is a very ineffi¬ 
cient hedging effort that probably does more harm than good. 

Most buyers and sellers of commodities know about hedging but do not have 
an active program being implemented on an ongoing basis, according to our 
own industry studies. However, our research also shows that an active hedging 
program will more than pay for itself (and at times actually save the existence of 
the business) about once every three years. 

The more I studied the potential for hedging the more and more excited I 
became. It was then that I started to make a few phone calls and find out more 
about why other companies hadn’t developed large businesses in this area. It 
didn’t take very many calls to find out what the problem was. 

For example, I called the chief financial officer of one of those overnight 
express courier companies. When I asked her if they hedged their exposure to 
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petroleum prices since jet fuel was a big part of their bottom line, she went off 
on a 15 minute rant about how she already knew about hedging. She’d seen 
dozens of presentations about the advantages of hedging, and had been pitched 
the concept of hedging by financial firms significantly larger than mine. 

Eventually she began to settle down, and when things got quiet I asked her 
the defining question. “So do you hedge your jet fuel exposure?” She responded, 
“Well, I’ve got too many other more important things to do than watch the mar¬ 
kets all day.” I then repeated it again, “Do you hedge?” She quietly said, “No.” 

I then asked her, “What if the price of crude oil should double over the next 
12 months?” Her response was another rant for about 10 minutes saying how 
horrible that would be. She then asked me if I thought that was even possible? I 
responded by saying, “Considering that today a gallon of crude oil is worth less 
than a gallon of distilled water, not only is it possible, it is probably more likely.” 

She once again moaned about how terrible that would be, and as she got off 
the phone she reiterated how she was not interested in learning any more about 
hedging. 

Over the next 12 months the price of crude oil did, in fact, double. And I 
eventually figured out what is wrong with the hedging industry. It’s human 
nature that is its greatest obstacle. People think they have to watch the market 
every day, yet if you use just about any decent long-term trend following tech¬ 
nique to time the hedge, about once every three years you’ll look like a hero. 
However, you have to do it when prices are more favorable to you, not when 
they’re pinching your bottom line. 

It’s like wishing you had bought a fire extinguisher during a fire. The extin¬ 
guisher doesn’t do you much good sitting on the shelf at the local hardware store 
when the fire breaks out. 

Millions of dollars could be saved throughout the economy if people and 
companies would look at their price exposure with the same level of importance 
as their health insurance payments. In most years, insurance is a losing proposi¬ 
tion. However, when “it” hits the fan, insurance helps smooth out your cash 
flow. Hedging draws its benefits from the same principle, and maybe someday 
we’ll be able to package price insurance products with our knowledge and ex¬ 
pertise about the markets. The market for it is virtually unlimited. 
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In regards to using options to hedge, they tend to be very expensive com¬ 
pared to using the futures contracts. Our research suggests that using options 
doesn’t warrant their cost, at least with present option instruments. 

Do You Have the Time To Trade? 

Whether you are using systematic trading methodologies, or doing the trad¬ 
ing by other means, you are going to have to commit time to this endeavor. If 
you don’t have the time to do it, it’s not going to happen. You may think about 
trading. You may look at chart patterns in the quiet of the evening next to the 
fireplace and think you’re almost trading. However, if you’re not in front of a 
screen during every minute your market of interest is trading, you’re not truly 
trading. 

Most people who say they want to trade don’t really understand what that 
commitment means. I realize what I’m about to present is quite a colorful anal¬ 
ogy, but it’s kind of like hunting turkeys. If you really want to do it right, you’ll 
have to go out in the evening when the turkeys start nesting up in trees. You 
work your turkey call a bit to get a handle as to where you think their location is, 
and then you get to bed early for the pre-dawn wake up call. 

The next morning you bundle up, as turkey season is not during the summer. 
You put on your camouflage clothing and head out in the dark to establish where 
you are going to sit and call your turkey from. You can’t go out there running 
after him, because he can see you from a quarter of a mile away and is long gone 
before you get close enough to get him within the modest range of a shotgun. 

You find a spot next to a bush or tree stump and just before sun up you start 
playing with your turkey call, hoping that a nice amorous male turkey will wake 
up and walk right over to your location and get close enough for you to stop him 
in his tracks. If you only scare him, he’ll disappear with a blink. 

Now you start hunting. You do this by sitting and every once in a while 
making a few scratches on your turkey call. And then you wait for a while and 
scratch again. All the while trying not to move very much. 

You wait and then scratch your turkey call, and then you wait again. Your 
eyes are constantly scanning the underbrush because if that turkey gets curious 
enough, he’s going to start moving your way. 
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You scratch, you wait, you look and wait some more. Sounds pretty exhila¬ 
rating, doesn’t it? Something along the lines of watching paint dry. And by 
morning the hunt’s over with good odds that you didn’t even get a glance of a 
turkey. Odds are, too, you’ll have to go through this same routine eight or nine 
times before you finally bag your first turkey. 

Conclusion: Whether you like to hunt (or not) is not the point. Now, though, 
you should have some idea of the discipline required to not only hunt turkey, but 
also to trade the markets day in and day out. It’s one thing to listen to people 
brag about a trade that led to hundreds of thousands in profits. It’s an entirely 
different sense of appreciation to understand how much time and effort went 
into putting themselves in a position to achieve that objective. 

Trading is not a job, because when you go to a job you usually get paid on a 
regular interval. Trading is a lot of things, but it is certainly not a job. Trading 
is undeniably hard work, and if all hard work paid a lot of money, then all the 
ditch diggers in the world would be very wealthy people. Hard work does not 
always equate to huge monetary rewards. 

If you don’t have time to trade - to put in the hard work that is required- but 
do have an interest in the markets, then using systematic trading methodologies 
are ideal because their implementation can be delegated. Not only can they be 
delegated, it is in one’s best interest to delegate their implementation in order to 
get the best possible results. 


When Picking a Trading System, Look Beyond the Performance 

The other day I was talking with a prospective client about one of the trading 
programs we use for management purposes. He was a gentleman who always 

traded his own account and spent a lot of time using and evaluating trading 
systems. 

I told him what our annualized rate of return was, and he immediately piped 
back that what we had accomplished was nothing. He said, “I did over 200 
percent last year. If you can’t make a couple of hundred percent in the futures 
market, it’s just not worth the risk!” 
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For the most part, I agreed with him. However, people who use systems and 
examine all of the many advertisements for trading systems have grown accus¬ 
tomed to looking at rates of return that exceed 100%, 200%, 500% and more. 
When you talk about rates of return that are at the 15%, 25% or 35% levels, 
many of the system people almost act like you’re insulting them. 

There is something many of these trading systems “junkies” have got to get 
into their heads. A consistent annual rate of return that is in the range of 100% 
does not come without a very high rate of volatility. In almost all cases, most 
people would define this volatility as risk. If a system hasn’t experienced some 
downside volatility in performance in its track record, I can assure you that it is 
a matter of time before it will occur in the future. 

Many of the advertisements that exist in the futures trading system industry 
present annual rate of returns that are based upon minimum margin, or some 
relationship to minimum margin. I am sure that most people do not fully appre¬ 
ciate the fact that a futures contract controls an equivalent cash asset that is 
worth many times the amount of minimum margin, as was explained earlier. 

An e-mini contract in the S&P 500 market currently requires a minimum 
margin of about $5,000. The size of the contract is the cash equivalent to an 
asset worth $75,000. So instead of having to put up all of the $75,000 to pur¬ 
chase the stock, you can put up less than 1/10th of the cash value to participate 
in the market. In other contracts the ratio between the minimum margin re¬ 
quired to hold a single contract position and the full value of the contract can be 
even greater (as much as 20 to 1). That is, for every dollar you put up, you 
control $20 cash equivalent. The net effect is that you are really trading with 
borrowed funds (without actually having to take out a loan), and leveraging 
your cash in the market as a result. 

When you are profitable, this leverage is a very good thing. When you are 
losing, it conversely works with equal power in the opposite direction. If one 
doesn’t fully respect or understand the nature of leverage and margin relation¬ 
ships, things can get ugly in the markets very quickly. 

This is why all of the formal documents and forms that must be completed in 
order to open a futures trading account, or work with a professional futures 
manager, are so full of risk disclosures and disclaimers. The regulators, clearing 


118 



Chapter 7 


firms, brokers and managers want their participants to be well informed of what 
they’re getting involved in. 

Now getting back to performance representation with systems ... 

When you see an advertisement that a system made a rate of return of 1200%, 
just keep in mind that, in spite of drawdown figures, this is accomplished with 
the benefit of significant leverage. It’s possible a rate of return of this level may 
have actually been achieved. However, this level of return cannot be attained 
without some degree of proportional risk or volatility (i.e. - losses) in the pro¬ 
cess. If the track record doesn’t have any proportional losses over the life of the 
track record, my conclusion would be that it either has yet to experience this 
loss, or the performance was completely optimized on historical data. 

There may be those traders or trading systems out there who can go year after 
year generating extraordinarily high rates of returns without producing propor¬ 
tional losses along the way. They are very rare, however, in the management 
industry and have capital minimums that are in the millions of dollars. I hon¬ 
estly don’t think you can find these types of exceptional trading programs in the 
systems world. If you see these types of advertisements, send them to me, and 
we will investigate them together. The odds are great that if you conduct your 
proper due diligence with them, you will discover some serious credibility prob¬ 
lems with nearly all of them. 

Just so we can put this rate of return deal in perspective a little better, the last 
time I checked, Warren Buffett’s lifetime annual rate of return was in the range 
of 22% to 23%. This return was earned over more than 40 years of trading the 
stock market. By all industry standards Mr. Buffett is considered in baseball 
terms, a .400 hitter, which certainly confers upon him legendary status within 
the investment community. 

This rate of return is an average that was produced year in and year out. It 
wasn’t a 1000% profit one year, and a 500% loss the next. Warren has put 
together a paint drying, brain numbing consistent rate of return slightly above 
20% over four decades, and in doing so has become one of the country’s wealthiest 
individuals. Don’t underestimate the power of a 20% return over time. 

I often hear stories of individual traders who took, say, $ 10,000 and ended up 
with $50,000 or $100,000 in profits because they got lucky in the futures or 
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options markets. Yes, this is a 500% to 1000% rate of return. If it were done in 
a month, that return figure could then be multiplied times 12 to get an annual 
rate of return that seemingly is exponentially even higher. This individual could 
then go around for the next year or two and respond to the rates of returns of 
both professionals and novices by saying, “That’s nothing compared to what I 
can do.” This ego trip is nothing more than temporary bragging rights associ¬ 
ated with a fortunate experience that is rarely if ever repeated. I encounter trad¬ 
ers like this on a regular basis throughout the year. Dealing with their egos has 
nothing to do with the point I’m trying to make here. 

Conclusion: There are too many advertisements claiming significantly large 
rates of returns that are attainable with so much ease that “the only thing you 
have to lose by not responding is the new vacation home you will surely be able 
to purchase while trading from the golf course.” This is so completely unrealis¬ 
tic it can only set up a scenario of further unrealistic expectations. 

Yet, there are a substantial number of people who literally are professional 
hunters for the next Holy Grail in trading. They don’t want to - or can’t - 
acknowledge the reality, and instead want to believe in the fantasy. They want 
to believe there is a magic system that will rarely have a loss, only catch the big 
moves and require no time or capital to maintain it. Granted, this may be an 
extreme characterization, but in a lot of the cases I am certain people are buying 
into many of these assumptions. 

The advertisements that tout systems claiming they have produced huge an¬ 
nual rates of return should require the full attention and study they deserve. The 
creator or vendor of such a system should be asked the tough questions over the 
phone, and their response should be detailed and thorough. Otherwise, again, 
odds are you’re dealing with a product that is nothing more than a promise that 
can’t possibly be fulfilled. And who wants to get involved with that? If you do, 

just don’t expect much in the way of results. 

When selecting a trading system, take everything into consideration. Yes, 
performance is important, but also take a serious look at all aspects of the person 
doing the work with the system you’re interested in. Don’t assume because 
people can put together an interesting performance pro forma that they know 
what they are doing when it comes to system design. Look at their assumptions, 
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call them and conduct a due diligence interview with them. Even if you don’t 
have much experience in the markets, base your questions on common sense. 
Just do be sure to go through this effort, because you honestly can’t find out 
enough about any system you are considering to use in the markets. Better to 
find out all available information early on, rather than just blindly going for¬ 
ward, hoping that a system will work in the markets. 

Conversely, I want to pose the other side of the argumentative coin. If losses 
are a fact of life even with successful trading systems, and clearly are also very 
much a part of the worst trading systems, how is one going to know they are 
involved with a trading system that is quality? It is important to be able to 
answer this question because, in either scenario, you are going to eventually be 
dealing with losses in performance. 

It will be easier for you to hang in there during losing periods if you know the 
people you are dealing with are committed to your trading success in the mar¬ 
kets, and back up that commitment by their actions in every aspect of their busi¬ 
ness style. It also doesn’t hurt if they have a long-term reputation of conducting 
themselves as professionals in the field of systematic trading methods. 

In order to keep our own clients protected, nearly ten years ago we created an 
ongoing offer to them whereby we will investigate, test or conduct a due dili¬ 
gence effort on any trading system they are interested in buying or using in the 
markets at absolutely no charge. We do this not because we are interested in 
learning anyone else’s ideas, but rather - as I say - to protect, and thereby keep, 
our clients. I feel if our clients get badly burned by using someone’s poorly 
developed product, there is the good possibility it might sour them on the mar¬ 
kets in general, leading, perhaps, to them then discontinuing their participation 
with us. 

In all the years we have examined trading systems for our clients, we have 
yet to find any heavily promoted trading system that warranted ongoing use in 
the markets, or that seemed to genuinely be worth the typically lofty prices be¬ 
ing asked for them. 
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The Impact of Regulation 
On the Quality of Trading Products 

The stock industry in the United States has two basic regulatory authorities. 
One is the National Association of Securities Dealers (NASD) and the other is 
the Securities Exchange Commission, which is commonly referred to as the 
SEC. The SEC is an agency of the executive branch of the United States federal 
government, and the NASD is a self-policing non-govemmental agency designed 
to regulate the stock and securities industry. 

The futures industry is also regulated by both a federal agency and a non¬ 
government agency. The federal agency is known as the Commodity Futures 
Trading Commission (CFTC), while the private agency is known as the National 
Futures Association (NFA), Any market in the U.S. that’s traded on a futures 
exchange is regulated by these two futures market regulatory authorities. Since 
my area of expertise is primarily with the futures markets, I am very familiar 
with the actions, policies and trends of those regulating the futures markets. 

The reason I wanted to devote a little space here to the regulatory aspects of 
the futures markets is because all professionals and “civilians” who are trading 
the futures markets are directly or indirectly affected by the industry’s regula¬ 
tory authorities and their actions. 

The policies and trends of the trading industry, and the regulations that relate 
to the markets, tend to be as dynamic and evolving as the industry itself. As 
trends and business practices evolve, so too does the desire of the authorities to 
regulate them, in conjunction with the regulatory rules that have been estab¬ 
lished. Therefore what is considered to be a regulatory standard today, may or 
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may not be the standard a year from today. Yet, I think it is important for those 
“civilians” who trade the futures markets to have some understanding as to what 
has transpired from a regulatory perspective. This is to help you understand 
how the industry operates, and it should also help you become a smarter con¬ 
sumer if you are in the market to purchase trading systems or advisory services. 

Since I am currently registered with the two regulatory authorities as a Com¬ 
modity Trading Advisor (CTA), and have been since the mid-80s, I am subject 
to all federal and private regulations that have been established by the CFTC 
and the NFA. 

Up until 1999 the regulatory authorities in the futures markets had taken the 
position that all those who are engaged in offering trading advice in the form of 
trading systems or advisory services for the futures markets should be held to 
the standards established for all registered participants in the futures industry. 

Prior to 1999, if you wanted to publish trading advice, you would not neces¬ 
sarily be able to offer this advice with the full protection of the First Amendment 
of the United States Constitution. For many years futures regulators assumed 
that if you were discussing the futures markets you were subject to the required 
language and disclaimers that those who are registered in the industry must com¬ 
ply with. In a sense they took the position that publishers who were not regis¬ 
tered with their organizations were “outlaws” who were operating illegally in 
the industry. Some publishers were subjected to fines, or even forced to get out 
of the industry as a result of their regulatory actions. 

The primary reason the CFTC was taking this position towards publishers 
was due to the fact that they had never been challenged in a court of law on First 
Amendment issues. I am not a lawyer but have been told by very competent 
attorneys that any bureaucratic agency of any level of government in the U.S. 
can write a regulation and then go out and attempt to enforce it “at will.” Their 
actions are considered “legal” until that agency is forced to define their actions 
in a court of law. Until a court defines an action as illegal, it simply is not an 
illegal action. 

It should not be a shock to anyone to learn that the vast majority of publishers 
in the stock and futures industry are small businesses, many of which are not in 
a very good position to defend themselves against a federally funded govern¬ 
ment agency. 
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The SEC’s aggressive position against publishers of stock advice was tested 
in a court of law many years ago, and the SEC lost, based upon free speech 
protection rights provided by the First Amendment of the Constitution. How¬ 
ever, the federal regulatory arm of the futures industry had not been tested on a 
similar basis in court. They continued taking an aggressive stance towards 
publishers of systems and advisory services, until recently when a group of pub¬ 
lishers put together a defense against them in a court of law. 

I have personally been aware of the CFTC’s and the NFA’s positions towards 
publishers since the time when I originally got into the futures industry by start¬ 
ing a newsletter/advisory service known as The Timing Device. This newsletter 
and advisory service offered trade recommendations to the trading community 
at large on many of the major markets traded on U.S. futures exchanges. 

We offered the advisory service between 1986 and 1994 and, according to 
independent ranking services, The Timing Device was consistently ranked among 
the best newsletters and advisory services in the futures industry during this 
period. We offered this publication in addition to our managed products. In the 
mid-1990s the NFA took a very aggressive posture towards the publishing side 
of our business, and we elected at that time to discontinue it. 

Up until recently, the NFA took the position that those who were registered 
with them and offering trade recommendations through publications, either in 
the form of trading systems or newsletters, must be held to the same rules as 
those who were managing money. In the federal rules for Commodity Trading 
Advisors (CTAs) under Section 2224A, Part 4.31(a) it states that “at or before 
the time it (the CTA) engages in the solicitation or enters into the agreement 
(whichever is earlier), delivers or causes to be delivered to the prospective client 
a Disclosure Document.. .” 

A Disclosure Document is a document that is filed with the NFA before so¬ 
licitation can occur. It contains a standardized form of presentation and required 
language, and can run anywhere from a few to as many as 30 pages. All manag¬ 
ers that utilize futures markets in their portfolios are subject to the authority of 
the NFA to some degree, and must operate with a Disclosure Document ap¬ 
proved by the NFA. 

A federal court recently ruled that, like the stock industry, anyone who wants 
to write and/or offer trade recommendations about the futures markets does not 
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have to be registered with any form of regulatory authority and is free to do so as 
provided under the protection of the First Amendment. Currently, we are of the 
understanding that the CFTC intends to appeal this ruling. However, in my 
conversations with First Amendment attorneys, it seems to me that it will be 
very difficult for this regulatory authority to overturn its legal loss. As long as 
what’s being written or discussed is the truth, the First Amendment is very clear 
on protecting the rights of the publishers. 

Looking back prior to the recent victory for futures publishers, I personally 
believe the results of this aggressive regulatory stance towards publishers 
had the effect of running a lot of people out of the futures publishing industry. 
Not all of those people that left were good, but certainly not all of them were 
bad either. 

I have been a full-time professional in the research and development of trad¬ 
ing systems, and a manager of portfolios, for most of my adult career. Up until 
1999, because I was registered as a professional in the industry, I felt the regula¬ 
tory risk to offer trading systems and advisory information to the general public 
was not worth the effort. One has got to assume that a lot of professionals in this 
industry either chose trade management, or just got out of the industry alto¬ 
gether, in order to stop offering systems or trading advice. I think as full-time 
professionals abandoned the “publishing” side of the futures industry, the over¬ 
all level of expertise - as would be expected - declined. Of course that’s due to 
the fact that those remaining were not necessarily the absolute best, or most 
experienced, the industry had to offer. 

As a result, the industry came to be dominated more by self-proclaimed au¬ 
thorities on the markets, and from individuals with less professional trading cre¬ 
dentials (i.e. - amateur traders). For a number of years the majority of trading 
systems, and other trading empowerment products, originated in those circles. 
In fact, I believe the industry went in two different directions as a result of the 
actions by the regulatory authorities in the early 1990s. Many professionals 
who were involved with managed money stopped any activities that could be 
defined as publishing. This left the publishing side of the industry a much dif¬ 
ferent place. 

I believe the quality of the product that has been available to the individual 
trader has been lower than it could have been as a result of the actions of our 
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industry regulators. I do not have any statistical means to support my claim. I 
came to this conclusion out of personal experience and from talking with many 
of my professional peers in the publishing and management sides of our industry. 

In my recent decision to reenter the publishing side of the futures industry - 
knowing I was personally registered with both the National Futures Association 
and the Commodity Futures Trading Commission -1 took certain precautionary 
steps, as I knew I had absolutely no interest in becoming the “poster boy” of the 
regulatory authorities and reap their wrath. I believe I too am protected by the 
First Amendment, right along with all others who choose to publish and offer 
trading systems and advisory services. 

I therefore went to the NFA and asked them what I should do in order to be 
able to offer trading systems and advisory content without creating any prob¬ 
lems for myself, in spite of the fact that I was personally registered with the 
regulatory authorities. The head of the NFA compliance department informed 
me of the following: 

1) Create a separate company apart from any of those you have registered 
or which may be conducting regulated activities. 

2) Tell the truth. 

3) Do not attempt to market management services to those customers who 
purchase our published products. 

I responded to these three necessary criteria by pointing out that, first, creat¬ 
ing a separate company solely involved in publishing activities is not a big deal. 
Second, I’ve never had a problem in telling the truth in every aspect of our 
business. And, last, I had no intention of trying to solicit management services 
to our publishing clients. In fact, most people who are interested in buying 
trading systems aren’t interested in managed products. The head of compliance 
then went on to state that “we are primarily going after people for fraud, even if 
they aren’t registered with the CFTC or the NFA.” 

After I got off the phone and digested the conversation I felt pretty certain if 
we conducted our publishing efforts adhering to these three standards, we could 
go forward without creating any regulatory problems for ourselves. 
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I further went on to contemplate his last comment about going after people 
who were committing fraud, regardless if they were registered or not. I believe 
what he meant by this statement was, basically, that if someone was professing 
to have generated trades from the market with actual trading capital in an actual 
trading account, then he or she better be prepared to support that performance 
with actual account statement documentation. On the flip side, if performance 
was not from “actual” in-the-market trading, and there was not a disclaimer 
stating that fact accompanying the performance, the regulators would then have 
the ability to claim fraud had occurred - opening the door, then, for them to go 
after the vendor who was making such claims, as they were misstating the truth, 
or were not truthful. I concluded the NFA’s position on policing fraud in the 
futures industry would be based upon misrepresentations of the truth in regards 
to performance. 

From my perspective I see nothing wrong in this, particularly since I began 
examining many of the websites on the Internet offering trading systems or ad¬ 
visory services. Many I felt were misrepresenting the truth, or lacked the proper 
disclaimers of what was being shown. 

Please don’t get the impression that we see ourselves as the sole people tell¬ 
ing the truth in this industry. On the contrary, many other participants in the 
publishing side of the futures industry are very forthright in presenting their 
products or services. However, it’s been our experience that when we started 
asking in-depth questions of system vendors about performance being presented, 
the answers we received greatly undermined the credibility of the vendors and/ 
or their product. 

One of the more common questionable practices we noticed occurred in re¬ 
gards to S&P e-mini trading systems. In a number of cases, full size contract 
results were shown as either monthly or yearly performance, with little to no 
slippage and commission deducted. However, when you reduced the contract 
size by 'A, and deducted even a nominal slippage and commission cost, in many 
cases a huge net profitable result turned into a losing result. 

I am sure the regulatory authorities are not going to worry about many of 
these cases where unrealistic slippage and commission values are being used. 
However, as far as I’m concerned, not using realistic slippage and commission 
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costs is just as fraudulent as showing hypothetical performance and claiming it 
was actually achieved from the markets. 

It is important any buyer of trading systems, seminars or advisoiy services 
take a good hard look at the material being presented. Granted, it’s a cliche, but 
let the buyer beware. The regulators can’t stop everyone out there trying to sell 
vou a bogus product or service. It’s important you conduct your own due dili¬ 
gence effort since, in the long run, it’s you who will benefit most from that 
effort. 

When we created the publishing company that was to publish and offer what 
we call “trading empowerment products” to individual traders, we made the 
decision, very early on, that - in order to keep the regulators happy - we would 
never implement the trade recommendations generated by our publishing ef¬ 
forts. I think if we were to implement our own trading recommendations the 
regulators would quickly define that activity as a “managed account program.” 
1 suspect we would then be asked to register our publishing company with them 
and be subject to all of the industry regulations a trading management company 
is subject to. We do, however, already have a separate asset management com¬ 
pany that is registered and fully regulated. 

Since we are not implementing the trading recommendations generated by 
this publishing company, we do not have actual account statements to suggest or 
support any notion that our results are actual “in the market” results. If we did 
make such a claim, I honestly believe the regulators would then be justified to 
come into our office and force us to provide the account statements to support 
our performance claims. Naturally, then, they would also insist we register our 
company with them for implementing trades we are recommending (which is 
what a managed account program is). 

So to keep regulators happy, while retaining and enjoying the right of free 
speech as a publishing company, we elected very early not to present our perfor¬ 
mance as actual or real in any aspect of our literature. We would rather claim it 
is simulated, deduct the appropriate costs for slippage and commission, and pro¬ 
vide the necessary disclaimers stating these facts. 

When prospective subscription clients call us to ask if our performance is 
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real, my frank response is we will never make a claim that the results of our 
recommendations are real. If they ask me if our subscription clients are getting 
similar results to those results that we are presenting, I tell them they can cer¬ 
tainly go ask the brokers who are executing our trade recommendations for our 
clients. Our brokers are in a much better position to verify performance from 
our recommendations than we are. Their comments and observations also may 
offer the benefit of additional credibility to some, as they are coming from a 
non-affiliated third party. 

In many respects, I do not blame the aggressive regulatory actions of the 
National Futures Association and the Commodity Futures Trading Commission 
as there are certainly a number of people in our industry with whom I would 
certainly not trust the front door key of my home. This is the cardinal rule of 
trust I use when doing business with people. 

As is so often the case, the entire barrel of apples pays the price for the ac¬ 
tions of a few rotten ones. And, unfortunately, it’s been that way here in the 
futures industry as well. Government in general, and the agencies they create, 
are philosophically opposed to what goes on in a world where reward cannot 
exist without risk. The objective of governments and their bureaucracies is to 
eliminate risk. Consequently, those who acknowledge risk to attain reward will 
constantly be at odds with those who seek to create a world where risk is non¬ 
existent. 
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The Past, Present and Future 
Of Trading Empowerment Products 


As was mentioned previously, I operated a trading advisory service from 
1986 through 1994. In this service (The Timing Device) we distributed specific 
trade recommendations to subscribers through nightly hotlines and fax trans¬ 
missions. Back then, all of our strategies involved “end of day” recommenda¬ 
tions. This was primarily due to the fact the technology wasn’t available to 
deliver this information in a timely manner during trading hours. Many of our 
subscribers were not in a position to respond to the information during trading 
hours anyway. 

In the mid-1990s we began to develop trading systems and programs that 
required intra-day maintenance. However, the proper technology still wasn’t 
available to deliver the trading recommendations during trading hours. This 
lack of the necessary technology was a significant contributing factor in our 
decision to terminate the advisory service and commit all of our energies to a 
research and management effort. 

With the advent and proliferation of the Internet, just about the entire world 
is now wired for communication. It is now possible for us to deliver trade rec¬ 
ommendations during trading hours that are timely enough for users of our trade 
information to respond and take full advantage of them in the markets. 

During early 2000 we decided to once again make available to the public (on 
a monthly subscription basis) some of the trading systems that we have devel¬ 
oped. In doing this, it helps diversify our own business and also helps offset the 
very expensive research and development costs associated with creating trading 
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systems. The name of this enterprise is Serious Market Tools, 11c. It is a sepa¬ 
rate publishing company from our management business whose objective is to 
provide quality empowerment tools for those individuals who wish to be a part 
of the trading process. 

Over the next several years we plan to introduce a number of non-correlated 
trading systems and strategies people can access by means of the Internet. We 
have created a unique way to deliver this information to our subscribers, with a 
software application that literally links the trading computer in our office with 
our subscribers’ personal computers. Our computer receives the actual stream¬ 
ing real-time price quotes, which are then instantaneously analyzed by our trad¬ 
ing programs. When an order is generated by one of our systems, we have the 
capability of sending that information immediately via the Internet to our sub¬ 
scribers. It’s both faster and more reliable than instant messages or e-mail. In 
order to ensure absolute discipline in implementing these trading systems, we 
have also organized a unique team of very competent executing brokers who 
have the authority to implement these trading signals for subscribers. 

In our view, now we are on the cutting edge of the research, development and 
delivery of systematic trading tools. As dependency on the Internet continues to 
grow, it’s reliability will undoubtedly increase, as will our own knowledge and 
experience in working with this technology. We believe our decision to utilize 
the web for signal delivery is in perfect step with many of the on-line trading 
platforms available to individual traders for electronically accessing many of 
the major markets. 

A trading system is really a software program, nothing more. Our systems 
(i.e. - software) must be applied with the proper discipline on a consistent basis, 
or they have very little inherent value. Often when I interview prospective cli¬ 
ents who want to utilize one of our trading systems, I ask them if they are willing 
to commit the time necessary to execute our trades with discipline. If I don’t get 
a definitive “yes” to this question, I quickly remind them that nursing a trading 
system is somewhat on parallel to having a three month old baby in your trading 
office. As we all know, an infant will wake whenever it feels like it - often 
unexpectedly — and will cry whenever it needs to be fed or changed. The point 
being, no one knows when a three month old baby is going to need the attention 
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it demands. The majority of novice and veteran traders alike completely under¬ 
estimate the required effort and knowledge to both trade the markets and imple¬ 
ment a trading system properly. 

This is why we developed a network of authorized execution brokers who 
have both the capacity and the legal authority to implement our trading recom¬ 
mendations for subscribers to Serious Market Tools. Of course, if you were to 
tell me you preferred attempting to implement trades yourself, I’d say that’s 
fine. However, I would also suggest that you then please arrange to have one of 
our authorized brokers in place to back you up when you are just not in a posi¬ 
tion to tend to the market. That way if you want to go have lunch, or play a 
round of golf, or just want to get some work done in your office, you are in a 
much better position to do so. It clears your head to concentrate on other mat¬ 
ters. It is a quality of life decision. 

We understand that those subscribers who implement their own trades may 
be in a position to take advantage of a lower commission rate, rather than paying 
a broker to implement the system. However, a certain percentage of people are 
simply not suited to implement their own trades, and - it turns out - most of our 
clients are willing to delegate the trading process in exchange for a little higher 
commission rate. 

The other downside to implementing your own trades is the temptation to 
override signals, or to pass on a particular trade because it just doesn’t feel right. 
When you have a broker in place to implement the trades, the job of the broker 
is very clear: To implement the trades as closely to what the system dictates as 
possible. Understandably the broker is virtually always less emotional than the 
subscriber. 

The fact is, if you are implementing your own trades in the comfort and quiet 
of your home, there is then no third party accountability further ensuring trades 
are implemented as dictated by the trading system. The full responsibility of 
entering and exiting at proper trade points will fall squarely on your shoulders. 
No one else’s. Only you will know if you are bypassing a signal because it 
doesn’t “feel right” to buy or sell at a particular price. 

Personally, I’m the last person I want implementing my own trading systems. 
Over the years, I have seen so many different kinds of market events play out 
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contrary to what I expected. In fact, the more I’ve seen from a fundamental 
point of view, the less certain I am of what’s really “cause and effect.” Quite 
often, the conventional consensus of today is completely different from the con¬ 
clusions of five or ten years ago. Consequently, it doesn’t pay to act upon your 
understanding of the supply and demand fundamentals. You’re better off fol¬ 
lowing a systematic approach. 

My experience has taught me that the greatest opportunities in the market do 
not come from the consensus but rather from the surprise. In other words, some 
of my best trades were those in which - upon entry -1 honestly felt there was no 
way in hell they would amount to much, since the prevailing opinion about price 
direction was in polar opposition to the direction of my position. 

Now, I’m not advocating a contrarian approach here. After 20 years of trad¬ 
ing I believe now more than ever that the trend, ultimately, truly is your friend. 
I’m just saying that - prior to some of my more profitable trades -1 didn’t have 
a very comfortable feeling; the source of that discomfort was a “disconnect” 
between what I felt I knew about the market and what I was then feeling about 
price direction. 

That’s why, I believe, if you feel comfortable in entering a position, the odds 
are probably good your trade will not result in a significant profit. (And note 
that here I’m not saying we only trade for the big move. Big moves and big 
move opportunities typically are most often identified with hindsight.) The 
majority of market participants who trade with the consensus will by and large 
find themselves in a consistently losing proposition. 

This is why we put so much emphasis on the “intellectual process” (the “think¬ 
ing through” of what really works) during the research and design of the trading 
strategy. Research and design is where the intellectual process really counts the 
most. You don’t think about building a jet fighter in the middle of a dogfight. 
Obviously, building superior fighter aircraft is an intellectual process that is best 
saved for the drawing board. Disciplined action is what is needed during the 
heat of battle or in the heat of trading. 

Once you’re equipped with a well-designed system, in step with today’s mar¬ 
kets, then discipline in the application of the trading system becomes extremely 
important. As I’ve stated before, although it doesn’t ensure you can produce a 
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profit when you employ absolute discipline, I strongly believe if you don’t use 
absolute discipline you will most certainly guarantee failure. 

I’m sure by now I’ve hammered home the importance of discipline. Provid¬ 
ing discipline is the primary benefit our network of authorized execution bro¬ 
kers can offer in helping subscribers get the most out of our trading products. 

Most of our subscribers do, in fact, opt to have one of our authorized bro¬ 
kers implement the trades on their behalf, while only a small percentage of our 
subscriber base chooses to implement trades by themselves. We also have a 
number of clients who utilize the signal delivery software themselves, in order 
to watch the trade recommendations live during market hours at their own 
locations on their own computers, yet then also use a broker to implement the 
trade recommendations. In situations like this, the important thing for every¬ 
one to understand is there can only be one primary trade executor, one cook in 
the kitchen. You must make it absolutely clear who is responsible for trade 
implementation. 

Our link software enables us to deliver the trade recommendations instantly 
to the end user through a continual hookup with the Internet. The software does 
not have a database feature that allows it to record the entry and exit of indi¬ 
vidual trades as they are generated. Therefore, if you turned our software on in 
the morning and left for work, when you came back at the end of the day the 
software will not have recorded the trades (or their results). It is a means to 
deliver our trade recommendations in real-time directly to the end user’s per¬ 
sonal computer. 

We currently do have plans, though, to create a second generation of link 
software that will have additional features and improvements over what we are 
using at the time this book was published (late 2001). Readers should certainly 
expect evolutionary developments to take place during subsequent years after 
publication. The landscape of technology is constantly changing. Although it 
still sounds like outrageous science fiction now, who knows, maybe years down 
the road we will have the option of having infrared powered chips embedded in 
our skulls providing a continual link with the Internet, with trade recommenda¬ 
tions being delivered in the form of a synthetic verbal command. 

On the topic of future technology, some designers of on-line trading plat¬ 
forms have recently made some thought-provoking suggestions about future 
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possibilities. They’ve suggested that eventually systematic trading programs 
will be linked with their trading platforms in such a manner that all a trader will 
have to do is turn on the computer (with a link to the market) and trades will be 
automatically implemented into the market. This “auto-pilot” concept is actu¬ 
ally within the technical grasp of the trading industry with current technology. 
However, the real problem with “auto-pilot” technology is the question of where 
the liability will fall in the event of errors or technical malfunction. I don’t think 
clearing firms like the idea of a “pilot free” aircraft when it comes to trading. I 
know if I were in charge of a clearing firm, I wouldn’t be ready to embrace this 
concept until further checks and balances were in place. 

But imagine for a minute. You wake up and log on the Internet. Turn your 
trading system on, then head out the door and go to work. If all works according 
to plan, you’ll have complete discipline using a systematic trading program. 
However, what if someone’s server goes down, or your Internet service provider 
bumps you off the Internet after you’ve entered a trade, and you’re unable to 
exit a losing trade? In an ideal world “trader-free” trading is possible, but we’re 
a long way from achieving it at this point in time. For example, just this past 
week the server we use for web hosting (a major telephone company) went down 
for a little while. We specifically selected this large company to avoid such 
breaks in the technical linkage. They actually were down 45 minutes and didn’t 
realize it until we called them, which is a little scary. 

Unfortunately, there are always going to be those elements that are not within 
our control, but we will continue to do everything in our power to have a de¬ 
pendable means of delivering our trade information to our clients. 

I would like to extend my personal invitation for you to inquire with our 
office about the various products and services that we have available. We arc 
always working on new ideas and systems and would recommend you give us a 
call to discover if what we have available would be a good fit for what you are 
wanting to achieve in the markets. You can find our contact information at the 
end of this book. 
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Truths in Trading 


I often get calls from people who want to become professional traders, ask¬ 
ing what they need to do to accumulate the necessary knowledge to become 
successful. The following is a compilation of a number of truths and beliefs I 
have come to accept and adopt as the result of my over 20 year career in the 
research and trading of markets. Many of these snippets of trading wisdom are 
my own creation, while others have been a part of my psyche so long I don’t 
know where or when I picked them up. 

A good number of these statements will mean different things to different 
people, depending upon where each individual is in his or her learning curve. 
However, if I were to sit down with you and tell you everything I have learned in 
my career about trading, you would find most of what I have to share already 
conveyed in the statements from this chapter. 

Clarity in one’s thinking is a very valuable thing in every facet of life, and is 
particularly necessary when it comes to the markets. From time to time I find it 
helpful to stop and take a minute to read some of the following items in order to 
get a little perspective on things. I thought they might be helpful to my readers 
also. The mechanics of trading may evolve, yet much of what is offered below 
should have a very extended shelf life despite the whirlwind changes technol¬ 
ogy is bringing to the markets. I offer these for your consideration: 

1) Success in trading the markets is unlike success in any other profession. 
None of the normal rules apply in the same manner or degree. 

2) Using someone’s else’s trading program is not unlike wearing someone 
else’s pants. If you don’t fully know in advance how it’s going to fit, you 
may be in for an uncomfortable experience. 
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3) People who have been successful in another career are more than likely 
going to fail in trading. 

4) People who have been a failure in other careers are more than likely going 
to fail in trading. 

5) There is a difference between hunting for wealth and accumulating wealth. 
The vast majority of people in the trading business cannot truthfully tell 
you which pursuit they are actively engaged in. 

6) Trading doesn’t commence until you are emotionally committed. 

7) Opportunity in the markets comes from the surprise, not the consensus. 

8) One hundred years ago, investors were held hostage by the gatekeepers 
who controlled the news. Today’s investors are held hostage by having 
access to too much news and the difficulties in determining the information 
that’s relevant. 

9) A trading plan should be free of ambiguity. If ambiguity exists, the plan 
has not been completely developed. 

10) If you are not prepared to give a trading program a minimum of two to 
three years of actual performance before passing judgment on it, then 
your confidence is not strong enough to trade it or invest in it. 

11) You learn practically nothing from your profitable trades. 

12) The basic components of a successful trader are a well researched trading 
plan, the discipline to implement it and understanding the limitations of 
the market and himself or herself. 

13) There is always someone else who is generating a better rate of return 
than you or your trading manager. 

14) Define a market opportunity and consistently exploit it. 

15) It’s amazing how successful you can be in your trading, if you just pay 
attention. 

16) Computers have changed the markets. A market price move that used to 
take years to mature now only takes a few months or weeks. 

17) The greatest cost in trading is normally not from brokerage commissions 
or management fees, but from the price of slippage in filling trades. 

18) Even at a price in the thousands of dollars, the cost of buying any trading 
system (regardless of how good or bad it is) is far lower in terms of the 
time and money involved than it would be if you were to develop a system 
on your own. 
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19) If there’s a disaster scenario possible in the markets, at some time in the 
future, eventually, it will come to fruition. 

20) It’s only true that you can never go broke taking a profit if you are destined 
to never have another losing trade. 

21) Brokers are paid by the number of times their client trades. In a way this 
is a perverse form of compensation since more trading usually takes place 
when markets are trendless and choppy and the capacity for profit is less. 
Less trading occurs during long extended trends when profit is more 
probable. Yet brokers in any business get paid by the transaction. That’s 
why they are called brokers. 

22) The vast majority of public participation in the markets is rotational. Most 
traders perpetually keep one eye on what they think is a better investment 
or trading program, and are often tempted to run from one program to the 
next. 

23) The older the bull market, the slower the death. 

24) The number of consecutive losing trades is not important. It’s the degree 
of total loss that has occurred to your overall portfolio that’s relevant. 

25) If you like to design trading programs, you may not be the one best suited 
to do the actual implementation. 

26) People are much more inherently comfortable anticipating that prices will 
go up, rather than anticipating prices will go down. 

27) When taxi drivers and train conductors start sharing their market success, 
the end of the move is near. 

28) If your first market experience is a great success, your second market 
experience will probably be a disaster. 

29) Know the difference between how smart you are and catching a great 
move in the market. 

30) Price charts are nothing more than graphs illustrating human emotion. 

31) Trading is learning to live with an inconsistent result to some degree. 

32) Letting profits run and cutting losses should be totally needless advice. 
It’s like saying you should use a knife to peel an apple and if you cut your 
finger off call 911. This statement is a given in any successful trader’s 
plans. 

33) Market gurus are like doctors. They have their place, but it’s not bad to 
get a second opinion. 
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34) Rare is the family that isn’t destroyed by a great fortune. 

35) A person with self respect holds the raw material for shaping his own 
destiny. With your self respect intact, you can lose all your money and 
still have the ability to make it back again. 

36) Never trade with scared money. 

37) Spouses can and do prevent the development of many traders with great 
potential. 

38) Trading is not a talent one is bom with. It is a skill that is developed. 

39) Economic need has nothing to do with one’s ability to learn, however, it 
is usually an excellent place to start. 

40) Most traders don’t have a lot of friends who also trade. 

41) It is surprising how little is actually known about trading by many 
financial professionals who are paid to select money managers or trading 
programs. 

42) Wall Street and bull markets love the herd. 

43) If you are entering the market on the day everyone else in the world seems 
to be entering, the odds are good that it is either the beginning or the end 
of a major market move. 

44) It is more important to know your game plan, and stick to it, than to 
worry about missing a major market move. 

45) Conducting good trading research is about learning how to proceed 
patiently and how to test exactly what you intended to test. 

46) Regardless of their perceived monetary clout, governments can only 
temporarily impact the price of any market. 

47) People want to place money with managers of size but size can ultimately 
hurt performance. There’s something wrong with a business in which the 
larger you become the more difficult it is to generate competitive rates of 
return. Good traders who become too big often do so at the expense of 
performance. 

48) The big difference between trading and gambling is simple. In a casino 
the odds favor the house on every single bet. If you want to win big you 
have to bet big. In trading, however, you can generate a large profit on a 
trade (bet) that started with a relatively small sum of money. The trader 
controls the odds and can tilt them in his favor by letting his small risk 
accumulate into a significant profit. 
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49) Success in trading has more to do with determination than intelligence. 

50) As children we are taught “if at first you don’t succeed, try, try again.” 
Unfortunately this virtuous “never give up” trait can be detrimental when 
it comes to holding on to losing positions longer that you should. 

51) Some people think the difference between investing and trading depends 
upon on how long you have held a position. 

52) Some people trade for twenty years and admittedly know less than when 
they first started. 

53) A trader with deep pockets once told me he had the game of futures trading 
all figured out. All you have to do is continue to meet margin calls and 
you never can lose. This man went on to lose 20 million dollars in the 
months that followed. 

54) I’ve seen more money made and lost from the use of fundamental analysis 
than by any other type of trade analysis. 

55) Trading problems that are solved by obvious means are usually solved 
inappropriately. 

56) Instinct in trading is usually a liability. 

57) The “trick” to the futures markets is leverage. It speeds up the learning 
curve and, unfortunately, most of us don’t leam that fast. 

58) Limiting risk can sometimes be a losing strategy. It just takes longer to 
lose all your money. 

59) Seasoned traders eventually become neutral in their market expectations. 
They know there doesn’t have to be a direct correlation between their 
assessment of the fundamental facts about a market and the ultimate 
direction of prices. 

60) A trader never goes to bed with that feeling of certainty and security that 
most people constantly yearn to attain. 

61) After you know and understand the prevailing knowledge pool, rely more 
on personal inspiration for your trading ideas. 

62) True security comes from the understanding of what you can’t control 
rather than knowing what you can. 

63) Knowing is not guessing. 

64) Some people spend less effort contemplating their investment decisions 
than the time it takes to examine a menu at a new restaurant. 
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65) Most careers involve the ability to provide a service or product. However, 
there is a third category apart from these two. It’s the performance based 
profession. Whether it’s a professional golfer, Indy race car driver or 
market trader, all are in a field where the difference between the best and 
the rest is often a matter of a very small degree. 

66) You don’t invest in the boxing industry, you invest in a boxer. Think 
about this when you make your next investment decision. 

67) A large profit that is being generated in the market is capable of producing 
that same anxious feeling in one’s stomach that a large loss produces. 
The same feeling from two opposing results. 

68) A spread or hedge is a trade where you have already conceded that you 
are going to be partially right. 

69) There is really only one good place to enter a trend with the least amount 
of risk. 

70) Seasonal tendencies are just that, seasonal tendencies. 

71) The rules of Murphy’s Law apply more to participants in the markets 
than to any other profession. 

72) You can’t stick with a proven trading system unless you have first proven it. 

73) Fear, greed, hope and personal discipline must all be kept in balance at all 
times for survival in the markets; not unlike the cat who must land on all 
feet exactly at the same time in order to avoid breaking bones from a high 
fall. 

74) When it’s time to change a position in the markets, don’t quibble over a 
few ticks. Trying to grab those few extra ticks can prove very expensive. 

75) Volatility in the market is the fingerprint of panic. 

76) In the final seconds of your life, the last thing you’ll wish you had done 
more of is spend time in front of your quote screen. 

77) Market reporters are paid to explain why prices have moved in a certain 
way, even when no one knows. When they really don’t know they use 
phrases like “squaring up positions” or “end of month book squaring.” 

78) I have seen very intelligent people accumulate huge losses while the 
fundamental news justified their position. Unfortunately, profit is 
generated from the markets by being correct in the direction of prices, not 
from being right with the news. 

79) Brokerage companies look at huge individual traders the same way a casino 
looks at big players. They see them as a potential liability. 
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80) Your friends can have more impact on your trading decisions than you 
think. Be careful about sharing your market ideas with anyone. 

81) You will reap what your trading style sows. 

82) Risking too little is evidence of fear in a well capitalized trader. 

83) I have rarely seen a great deal of money earned from an investment strategy 
of broad diversification. 

84) Broad diversification is usually an investment strategy one employs after 
one accumulates a great deal of wealth. The preservation of capital is a 
greater priority than the accumulation of wealth. 

85) One cannot be focused enough on trading. 

86) A small amount of capital can only be parlayed into a significant amount 
of capital by using an investment strategy of specialization. 

87) Most individual traders fantasize about becoming financially and socially 
independent as a result of their trading. Unfortunately, most would rather 
fantasize than achieve it. 

88) Trading or investing for many is a means to alleviate the tedium of their 
relatively boring and unsatisfying lives. 

89) If your interest in the markets is a hobby, it will be the most expensive 
hobby you will ever acquire. 

90) You only learn from adversity. 

91) Fortunes are lost and made from the market. In many cases these changes 
in fortune were the result of misplaced determination and a high degree 
of good or bad luck. Successful traders don’t depend on luck. 

92) Most trading programs lose about half of what they can accumulate in a 
given year. It seems to be some sort of law in the physics of trading. 

93) Consistently good performance statistics require unconventional trading 
tools. If you want to create such tools, you have to start thinking “outside 
of the box.” 

94) Some trading managers are in the business of performance. Most, however, 

are in the business of asset accumulation under the pretense of 
performance. 

95) If you think you had a bad day in the markets, don’t worry. Somewhere 
there’s a professional money manager who got creamed worse than you. 

96) Not everyone is made to trade the markets, and that’s not a bad thing. 
Fortunes, obviously, can and are made in other careers. Just check the 
occupations of the Forbes list of the world’s 400 wealthiest people. 
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97) The great advantage of trading over poker is that, in poker, if a person 
folds on every bad hand and plays the strong hands, the rest of the players 
will fold their hands and avoid feeding the pot. In trading, you can fold 
on a bad hand (position) and all the other traders in that market don’t 
know the difference. 

98) Original thinking requires solitude and inspiration from within. 

99) There is a direct relationship between the courage of most people and the 
thickness of their wallets. Rare is the person who has courage with very 
little resources. 

100) In general, the trading strategy that is destined to survive the test of time 
is one that is simple and can be successful when applied to any market. 

101) Confidence is the most valuable and elusive commodity there is. If parents 
can give anything to their children, let it be this. 

102) Tips are for waiters, not investors or traders. 

103) Be skeptical of market participants who come across as if they never 
make a losing trade. Losing trades are very much a part of the trading 
and investing business. 

104) Have a battery backup system on your quote machine and trading 
equipment. 

105) Never attempt to trade while on vacation. 

106) Only take advice from people you are absolutely sure know more than 
you, and have applied what they know. 

107) The advice you receive from people who make careers giving advice (or 
from publications whose primary purpose is to give advice) is worth what 
you pay for it. If the advice comes from television, it is worth even less. 

108) Trading is a passive art form. 

109) If you trade by feel, how are you going to trade when you feel like crap? 

110) Your self-esteem should have nothing to do with the outcome of a trade. 

111) Discipline is not a part-time job. 

112) Never have a fight with your spouse before going to your trading desk. 

113) Good traders leam to insulate themselves from the distractions of day to 
day life. 

114) In the cattle business you never feed all your cows in the same feed yard. 
In the trading and management business you never have all your assets at 
one clearing firm. 
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115) There’s no greater evidence of greed than when a group of legitimately 
successful businesspeople are seen chuckling among themselves about a 
business deal they are in that is too good to be true. 

116) It has been reported that most wealthy individuals obtain their investment 
advice from a friend or relative. This sounds like a rather archaic (but 
perhaps telling) approach in this age of the information highway. 

117) Do not entrust your investments with anyone to whom you would not be 
willing to give the key to the front door of your house. 

118) Many managers manage other people’s assets not because they lack 
confidence in their own trading, but in order to leverage their own 
expertise. 

119) In the five thousand years man has traded markets, the common element 
that remains constant through time is human nature. It will continue to 
remain that way for the next five thousand years, in spite of how the 
mechanics of the markets will change. 

120) The next time some young hot shot from Wall Street tells you, “Oh, that’s 
easy,” dismiss him. 

121) The passive income industry can be looked at like a giant ponzie scheme 
in slow motion. The success and value of the stock market of this 
generation depends upon the capacity of the next generation to bid prices 
up so shares can be sold at higher prices. 

122) You can’t regulate fear and greed. 

123) Hope is a word people use as a final means of last resort. It’s usually the 
last emotion felt before concluding there’s a need to get out of a very bad 
losing position. 

124) Never trade (invest) with the rent money. 

125) Avoid the way of the dinosaurs and have an investment (trading) plan 
that evolves with the dynamics of the market. 

126) There is an optimum time to enter and exit a position. Knowing when to 
do neither will save you and make you the most amount of money. 

127) Being human is your greatest weakness as a trader. Leam to live with it. 

128) The markets never sleep. Burnout is the greatest threat to any trader. 

129) Numbers lie, if you let them. 

130) All problems can’t be solved on the drawing board during conception. 
Adjustments must be made after every test flight. This particularly applies 
to trading programs. 
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131) Never invest in a market where you need a computer just to calculate the 
“theoretical value” of your position. 

132) There is a significant difference between a mistake and a loss. 

133) Never use the size of another trader as the benchmark for your own trading 
success. 

134) If you ever find yourself trading for other people, be reluctant to trade the 
assets of a professional trader or manager. 

135) If you have the choice of selecting simple or complicated, always choose 
simple. 

136) Successful traders intimately know the details of their mission to produce 
profit from the markets. They know which animal they are stalking, and 
are not tempted by other game that appears and threatens their discipline. 

137) Understand the breakdown of market opportunity. Small price moves are 
in greater supply than intermediate moves. Larger moves are in lesser 
supply than intermediate ones. Gargantuan price moves occur about once 
every three to four years, and it is from these moves that you can 
significantly increase your personal net worth in a single trade. 

138) Last desperate acts in the markets are usually followed by a final curtain. 

139) Home runs are for those who play baseball. 

140) A good trading program closes out less than 20% of all unrealized profit 
it generates on all trades. A great trading program will close out a little 
more. 

141) More than 90% of trades are profitable by up to one hundred dollars in 
unrealized profit. Unfortunately, when you subtract the bid/ask difference 
and the commission, there is very little you can do to take advantage of 
this phenomenon. 

142) Most traders mistakenly believe the difference between mechanical and 
discretionary trading programs is clear and inviolable. Mechanical 
programs have no emotional element, while the discretionary trading 
program does. You should not assume you can’t combine the discipline 
of a mechanical trading program with additional elements that will be 
responsive to short-term price situations. 

143) If you can’t test it, don’t trade it. 

144) If you can’t trade it exactly like you test it, then don’t trade it. 

145) Skepticism is a good thing. Especially when it comes to using your own 
trading techniques. 
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146) Being a disciplined client is just as hard as being a disciplined trader. 
Maybe harder. 

147) Investors who have found a good trading professional will rarely refer 
others to them. It’s like finding a great secluded vacation spot. You tend 
not to tell others about it for fear their discovery might ruin it. 

148) Remember, 99% of what a news anchor says on television is being read 
off a Teleprompter. You’d sound knowledgeable, too, if 99% of what you 
said every day was written down before you said it. 

149) Smart money is usually a very tough sell for a trading manager with a 
young program. In general, however, once smart money does commit, 
they are more likely to stick with you through adversity than the client 
who jumped on board with little hesitation. 

150) Many Wall Street professionals will spend as much as 28,800 hours 
(roughly 5% of their entire life) commuting to and from this financial 
Mecca, during a 40 year career. People that make this level of sacrifice 
for their families can’t be all bad. 

151) Animals in the wild who tend to roam in herds define their security by 
their association with the rest of the group. 

152) Courage can be defined as one’s ability to absorb adrenaline. 

153) There is a direct relationship between the glossiness of the prospectus 
and the level of the fee structure. 

154) Never place money with a company that can’t give you a mailing address 
other than a post office box number. 

155) There are stock portfolio managers in their mid 40s who have never traded 
a real bear stock market. 

156) Anyone who tells you that the relationship between dividends and the 
price of stock doesn’t matter anymore is someone working for a firm 
whose vested interest is in the perpetuation of a bull stock market. 

157) Just staying in the game can eventually count for a lot over time. 

158) The true future existence of any company is determined by its ability to 
be more concerned with its vision of the next five to ten years rather than 
what’s going to be in its next quarterly report. 

159) You may be down, but you’re not out, until you’ve seriously accepted the 
prospect of your own financial demise. 
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160) Sometimes there’s nothing more invigorating than receiving a good 
“dressing down” or “talking to” from someone you respect. 

161) Most traders are really self-employed. Unfortunately those working for 
major corporations don’t know it until they have a bad year. 

162) Most of what is good trading is in the waiting. 

163) If you want to live off your investments, it will probably take a lot more 
time and money than your current estimation. 

164) There are few professions in America today where an individual can make 
so much in so little time as from trading the futures markets. 

165) There’s always another way to solve the problem. You just haven’t thought 
of it yet. 

166) Never underestimate the power of the brain and it’s ability to create. 
Everything that exists in the room you are sitting in right now, initially 
was only a vision in someone’s head. 

167) There isn’t a school in the country that can teach you how to be creative. 
You either have it or you don’t. If you have it, harness it with discipline. 
If you don’t, learn to excel in other areas. 

168) If you have to pick between intelligence and determination, choose 
determination. 

169) It’s amazing how predictable success can be if you just prepare. 

170) If imagination and reality are in conflict, imagination always wins. Don’t 
try to anticipate the result of any trade. Fearing the worst will force you 
to leave several fortunes on the table over your lifetime. 

171) If the best trader in the world published his entries and exits on the front 
page of the Journal the day before they were entered in the market, the 
average person would either ignore them or fade them. 

172) There are days when your mind will be more dull than others. Be aware 
when you are prone to a high “f-factor.” If could save you a lot of money. 

173) Retirement is a relatively new concept based upon socialistic ideology 
rather than economic reality. 

174) Human beings are generally at their best when things are at their worst 
and at their worst when things are at their best. Those who are at their 
best during prosperity have accumulated a great deal of wisdom. 

175) It takes vision to be a great investor. One of the first comments stated by 
a potential investor after witnessing a demonstration of Alexander Graham 
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Bell’s telephone was, “Why would anyone want to call someone on a 
telephone?” 

176) Since the early 1840s the life spans for many of the major industries have 
not lasted much more than a generation. Industries that appear to be 
established for all eternity today will probably be extinct in your children’s 
lifetime. 

177) We can all see the long-term potential of the Internet. In the short-term, 
however, it’s nothing more than competition with tired television 
programming. 

178) There’s nothing that can purge the frivolities of a society better than a 
war, market crash or economic depression. 

179) The greatest relief valve to ease international tensions is international 
commerce. It’s bad business to kill off market share. 

180) Much of everything great that has been achieved by individuals was 
predominately accomplished in their “spare time.” 

181) Don’t try to fix the airplane while in flight. Attempting to use a trading 
program before it is fully developed is suicidal. 

182) Trading is like all performance-based professions. Sometimes the 
difference between mediocrity and excellence is a very minor adjustment 
that has gone unnoticed. 

183) As a trader, you may not be in the best position to determine what is 
wrong if you are not getting the results you desire. 

184) The Wright Brothers were able to fly, not because they had genius intellect 
or were great engineers, but because they had the gift of astute observation. 
Great traders have this gift as well. 

185) Faith in a particular trading position is not faith, but hope. A belief in 
your ability to construct a successful investment or trading approach that 
will prove profitable over time, in spite of the expected adversity that will 
surely come, is true “faith.” 

186) Super traders who say they trade by “feel” or “discretion” are implying 
that trading is a skill you are somehow blessed with at birth. These traders 
understand that giving the impression they “have the gift” is a more 
marketable image than saying they have developed a program with a strict 
set of rules they are mechanically following. 

187) Anyone who says you can’t time the market is ignorant of the facts. 
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188) Timing the market has got nothing to do with the market related stories 
found on the pages of the Journal, or any other business publication. 

189) You must think of your trading capital as a limited supply of bullets that 
is to be used to kill game in order to ensure your survival. Use them 
inefficiently and you will at best starve, or at worst be eaten alive. 

190) Major turns in the market occur at times of excess. Excess becomes 
obvious when the weekly news magazines run a cover story on a market- 
related event. When this is observed on the newsstands, it’s time to re¬ 
evaluate. 

191) Every participant gets what they want from the market. Know what you 
want. 

192) Ask any individual trader why they trade and nearly all will respond with 
the answer, “to make money.” Most of them are lying to you and to 
themselves. 

193) Successful trading is not about making money on every trade. It’s about 
surviving long enough to catch the inevitable big market moves that will 
certainly come. This may appear obvious, but the vast majority of 
participants in the markets don’t really believe this. 

194) The greatest business minds have the ability to clearly see a situation as it 
really is, when all their advisors are confused or buried in the minutia. 

195) All creativity comes from one central source. The gateway to that source 
is within us all. 

196) The degree of risk in a venture always looks smaller to everyone else 
after it proves to be successful. 

197) Your greatest critics of a new idea will probably be those with whom you 
are most likely to share it with. 

198) It is better to work on how to be rich rather than how to get rich. 

199) If you have to choose between getting excitement or consistent profit 
from the market, go with consistent profit - and then take up sky diving 
for excitement. 

200) The amount that has been written about the markets far exceeds what is 
needed to understand them in order to be successful. 

201) Traders are special people and see the world differently than the average 
person. Traders that value their personal relationships will insulate their 
relationships from the world of the markets as much as possible. 
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202) Lessons of the markets are learned in their own time. The degree to 
which you absorb these lessons is relative to how far along you are on the 
learning curve. 

203) The markets are not concerned with the agenda of those who trade them. 
A wise trader will recognize when the market has been exceptionally good 
to him and tuck away a significant portion of the windfall to pay off debt 
and diversify into other investments. 

204) Attempt to force the market and the market will force you out. 

205) If you want to know how good a trading program really is, do the following 
historical analysis over the most recent 12 month time period. Add the 
losses in all the losing months to the profits in all the single digit “up” 
months (that’s single digit in terms of monthly percentage return) over 
the course of all 12 months. (Exclude the double digit up months.) If the 
combined net result after adding the negative months and the single digit 
up months still add up to a positive number, the program can then be said 
to be giving you a theoretical “free look” at the best performing months 
of the year (those double digit up months). Meaning, then, the program 
would either be making money (or at least not losing money) while keeping 
you in the game, positioned to actively participate during the highest profit 
time periods. This is very hard to consistently do and exemplifies an 
exceptional trading program. 

206) It’s not how often you are right in a trade, or how many times you are 
consecutively right that are important. It is how much damage is caused 
to your trading equity when you have an inordinate number of consecutive 
losing trades. 

207) Successful trading is not about being right most of the time. It’s about 
generating two to three times more out of your profitable trades, on 
average, compared to your losers. 

208) Quite often the technique that gets you into a position is the wrong 
technique to get you out of a position. 

209) In general, the longer the time frame in a trading system, the less the 
dependence on entry/exit techniques and the greater the dependence on 
portfolio and leverage. Conversely, then, the smaller the time frame, the 
greater the dependence on the entry and exit technique. 
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210) Trading strategies that reverse too much are often not cost effective and 
usually, eventually, fail. 

211) Statistically the trades with the better potential for producing a higher 
“profit-to-loss” ratio are those entered in the direction of the major trend. 

212) Not trading is a strategy. 

213) Accept the fact that you can be successful in your trading and still be 
wrong on the majority of your trades. 

214) The need to be right will conflict with the ability to be successful. 

215) In every trading position there are hard costs. Risk to capital, brokerage 
commissions and slippage, not to mention the costs of a quote machine 
and related equipment. Yet there is also an intangible cost, and that is 
your cost of opportunity. This is the cost of focusing your attention on a 
market that is incapable of producing adequate results. Your focus and 
capital should then be elsewhere. 

216) Trading is a business of controlling the degree of your losses. Do this 
properly and the profits generally take care of themselves. Really. 

217) The phrase, “you can always get back in,” is one of the most costly 
statements in trading. 

218) Never forget that the market, unattended, can eat you up. 

219) The market’s reaction to a piece of news is more important than the news 
itself. 

220) Rare is the trade that proves successful when it was already confirmed on 
the pages of the Journal (or any other market publication) at the time of 
entry. 

221) Every assumption or objective in a trading program has a cost and a payoff. 

222) If you do not know what all of your assumptions and objectives are in 
your trading program, you are destined to find yourself in another line of 
work. 

223) Good traders leam from their mistakes, but they don’t let past experiences 
affect their ability to do what they must do in today’s market. 

224) Psychological experiments have shown that you can drive any intelligent 
creature insane by inconsistently rewarding them for the same actions 
that are performed. This is because a knowledge base can only be 
developed when the same actions bring about the same result. This is 
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why trading is so frustrating to most people. The same action quite often 
does not generate the same results. 

225) The safest time to enter a position is when the rest of the world seems to 
be ignoring the market. 

226) An exit point should be determined before entering a position. 

227) Some of the best traders/investors are not full-time professionals who are 
burdened with the necessity of having to be in the market most or all of 
the time. They are those who can stay out of the market for years until 
they see an unusual situation, or one that might occur, say, once every 
three to five years. They then load up a huge position and let the excess 
of the market realign itself. 

228) In general, you can’t be right the majority of the time and expect to make 
significant profits in the markets. 

229) Pre-determining your profit objectives is a strategy that will never enable 
you to experience a single trade that will dramatically increase your 
personal net worth. 

230) You can attempt to pick tops and bottoms; however, on a percentage basis 
they are the true “long shot” bets in the market. Though there is a low 
percentage chance of success on each trade when you are successful, a 
winning trade can generate an exceptional profit. Just remember, you 
will be wrong a great deal of the time before you catch a profitable move. 

231) The problem with buying options is that there are three components that 
must be correct in order for the trade to prove profitable: vertical price 
movement of the market, the element of volatility and the length of time 
before expiration. This exponentially increases the odds against 
profitability all in the name of limited risk. 

232) Good traders never assume, they’ve got it “figured out.” 

233) Paper trading has all the emotional commitment of watching television. 

234) If your trade is properly timed it doesn’t take long for the market to tell 
you if you are right or wrong. The evidence of the outcome of a trade is 
usually revealed a lot quicker than people are willing to recognize or 
accept. 

235) A businessperson can go broke working on big deals. A trader can go 
broke only working towards big trades. 
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236) The smaller the account, the less it can afford to capture a long-term move. 

237) Your perception of your own intelligence will be seriously questioned 
when you buck the trend in business or in the markets. 

238) Trade like it’s a business and it will start performing like one. 

239) There is a difference between designing a trading program and 
implementing a trading program. They often require two completely 
different personality types. 

240) Which markets you trade is just as important as how you enter and exit 
them. 

241) Be aware of the state of your emotional swings as you observe your 
positions working in the market. They should have nothing to do with 
each other. 

242) Fear is a good thing, so long as it’s not acted upon too often. 

243) A trader should know what his or her trading edge is. If you can’t 
immediately articulate your edge, you probably don’t have one. 

244) Don’t be afraid to increase the size of your position if you are showing 
signs of a consistent profit over a period of one to two years. If you don’t 
push yourself as your ability improves, you might (regrettably) someday 
die the most successful one-lot trader in history. 

245) Most individual traders wouldn’t recognize a good trading plan if the 
greatest trader of all time revealed how they traded the markets. 

246) Sucker pay for sucker play. 

247) Millions of dollars have been lost in trading positions that were justified 
by the supply/demand factors affecting the traded markets. It’s better to 
take a small loss than attempt to be intellectually correct. 

248) No trading strategy will ever make a significant profit from a flat market. 
And even if it does profit for awhile, it only takes a single volatile move 
against it to wipe out the profit of several years. 

249) Most trading strategies that are meant to calm the anxiety of a trader by 
reducing risk, usually enhance risk. Just because a strategy sounds good 
to your emotional intellect, doesn’t make it a profitable strategy. Learn to 
recognize the difference between a strategy that sounds good and one 
that is profitable. 

250) After taking a profit, never look back at a price move that continues in 
your direction. It will only drive you crazy. 
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251) Letting profits accumulate during great market moves is an uncommon 
experience, thereby making it a difficult skill to master. Of all the trading 
events that occur, accumulating profit in great moves happens the least 
frequently. 

252) I haven’t met a client yet that didn’t think his trading manager was brilliant 
after closing out a big profit. For some reason clients think trading 
managers have something to do with moving the markets. Trading 
managers have a lot more to do with reducing risk during periods when 
big moves don’t exist, which clients tend to overlook. 

253) A client who calls his trading manager every day is either bored, 
overcommitted or a few weeks from pulling his equity. 

254) Some of the best trading managers are not the best qualified people to 
talk about their own trading program. 

255) Smart trading managers do not want their clients to have the vast majority 
of their assets invested in the manager’s trading program. It will only 
accentuate the clients’ anxiety level when (and not if) the program 
experiences adversity. 

256) The emotional burden of an investor to stick with his trading manager is 
sometimes difficult, but the emotional burden that can come from a spouse 
when it comes to investment related decisions is sometimes impossible. 

257) A time to carefully consider abandoning a trading program is when it 
exceeds historical levels of loss, either in research or in actual trading. 
And notice I didn’t say abandon, I said carefully consider abandoning. 
Even when a strategy is generating new loss extremes, you have to know 
why it’s not working before abandoning the strategy. Otherwise you are 
likely to stop the day before performance makes a significant turnaround 
to the positive. 

258) No one really believes the performance record of a trading manager until 
it is actually generated in his or her own account. 

259) Clients who regularly call and complain to their successful trading manager 
because they read of another trading manager who significantly 
outperformed him during the same period are not worth the trouble. The 
trading manager should consider dropping them as clients, regardless of 
how big their allocation. Investors like this are not worth the mental 
anguish they cause. 
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260) If the expectations of the client and trader are seriously out of alignment, 
they are not destined to have a long-term relationship. 

261) Trading with leverage is really trading with borrowed funds. 

262) Every client has a different threshold of risk. Even when great scrutiny is 
applied by the trading manager to determine this threshold, clients 
sometimes misrepresent themselves. 

263) As an investor, you have a serious obligation to yourself to know your 
trading manager and the trading program that is being utilized. 

264) Profit from the market does not flow with the consistency of a well fed 
river. 

265) Many individual traders apparently would rather exchange a lifetime of 
predictable success with a lifetime of mediocrity, disillusionment and 
failure, in pursuit of the big score. 

266) One of the most irrelevant questions investors can ask after having satisfied 
all of their due diligence by carefully examining a long-term performance 
record is, “What did you do last month?” 

267) It is emotionally easier for investors to invest their funds into a trading 
program that has enjoyed recent gains rather than losses. Unfortunately 
there is no logic in responding to short-term performance. 

268) Traders cannot perform well, even with a good trading program, without 
applying a consistent level of personal confidence in both themselves 
and the work that went into developing the trading program. 

269) Never do anything that your subconscious might interpret as being 
potentially damaging to the image you have of yourself. 

270) The Jenny Craig syndrome: A trader who can’t follow a well researched 
trading program for more than a couple of weeks. 

271) There are certainly those traders who have made a lot of money through 
dumb luck. Risk doesn’t care about luck. 

272) A rogue trader is what you call someone who has not been properly trained 
or supervised. 

273) The term “derivative” has gotten a bad rap over the years. When you stop 
to think about it, a dollar bill is a derivative of perceived value. 

274) One of the greatest flaws of man is his inherent inability to accurately 
distinguish the difference between an event that has a true “cause and 
effect” relationship and an event that is mere coincidence. Most systematic 
trading programs are developed from the science of “coincidentalism. 
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275) Much of what we have seen in the rise of the stock market is the “catching 
up” in prices based upon a long-term devaluation of the dollar. If you 
don’t believe this, look at a chart of the Dow Jones Industrial Average in 
terms of 1945 U.S. dollars. 

276) Never trade a market that has experienced a long period of consolidation. 
The odds are very good that the consolidation will continue. Only trade 
those markets that are active and trending, where your profit potential is 
greater. 

277) Knowledge is recognizable only to those who have earned the right to see it. 

278) Whether it’s which professional football team wins the Super Bowl, or 
the length of a woman’s skirt, trying to correlate market activity with 
“predictive” indicators based upon ridiculous premises will certainly 
produce ridiculous results. 

279) Even the well connected, the well bred and the highly intelligent can 
make incredible judgment errors. 

280) Finding a trend is easy. Sticking with it is difficult. 

281) Buying after higher bottoms and selling after lower tops is the easiest 
way to enter a market. 

282) You can still profit from the market without the use of a computer. 
However, the computer certainly identifies many more opportunities most 
cannot see. 

283) Most of the people in the financial services industry have absolutely no 
clue what it takes to make a profit trading the markets. They know a lot 
about making money from fees and commissions. 

284) The only way to eliminate all of the anxiety of trading the markets is to 
not trade them. 

285) Money management is your life support system in trading. 

286) Overtrading means that you’re taking on more business than your company 
can support. 

287) Rare is the trading manager who can maintain great performances with 
high returns after they accrue gargantuan levels of additional trading capital 
to manage. 

288) Happiness is more important than money. 

289) The best trading program is not the one that makes the most money. It’s 
the one that makes the most with the least amount of relative risk. 
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290) People who draw negative inferences from the fact a black box is used 
for trading are people who really don’t want to take the time to understand 
the science and art of systematic trading. 

291) Every trader has a risk threshold in taking losses and in taking profits. 
Unique is the trader who can hold on to a profitable position when others 
are taking their profits or advising that you should take your profit. 

292) Profit targets equal profit limits. 

293) Nothing can destroy your bottom line more than averaging out of a 
profitable position. 

294) Never pyramid a position. It is the fastest known way to give money 
back to the market. 

295) Never attempt to time your trade on the basis of anything other than the 
action of the market. Tax deadlines, real estate closings and all other 
non-market events make terrible timing techniques. 

296) Gambling is the creation of risk. Good trading is the containment of risk. 

297) Don’t trade with scared money. 

298) Most people cannot follow a trading program for more than two weeks 
without employing their own ideas. This is a not a prediction but a 
statement of fact from experience. People’s need to participate in the 
intellectual process is too great. Unfortunately for them, the intellectual 
process occurs in the development of the systematic trading program, not 
in its application. 

299) It’s amazing how smart one feels when a great deal of money is made in 
a short period of time. 

300) Trying to jump on board a moving train is the equivalent of trying to 
jump aboard an already moving price trend. In most cases, using patience 
until the trend slows or stops prevents a great deal of damage., 

301) Action ultimately defines one’s credibility. 

302) Burnout is one of the greatest obstacles of a trader. 

303) It is impossible to produce wealth without taking risks. 

304) The modem trader is not worried about getting enough information, but 
rather is more concerned with filtering out the vast majority of information 
that doesn’t contribute to success. 
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305) A trading manager should take seriously every single client complaint, 
no matter how small. 

306) People who gamble should never trade. People who trade should never 
gamble. 

307) There are two ways to make big money from the markets. One is with 
leverage, which can contain significantly high risk. The other is by 
participating in great price moves with an initial risk that is relatively 
low. 

308) Many traders trade those markets with which they are most familiar. 
Unfortunately, the markets of familiarity may not be those that are 
generating the best profit opportunities. 

309) There is a big difference in having an appreciation of a roller coaster ride 
from a casual distance and sitting inside the coaster while moving. 
Volatility in your performance curve is the degree of “thrill” in your roller 
coaster. 

310) What goes up truly does go down (eventually). If you missed a big move 
to the upside, relax. The odds are good you’ll get a second opportunity to 
take advantage during the ensuing sell off. 

311) The only way to fully understand the paradox of most wisdom is from the 
experience of learning through trial and error. 

312) The more you know about trading, the less you can learn from reading 
books on the subject of trading. However, regardless of the extent of 
your experience, you never know when one single sentence out of an 
entire book will somehow flip a switch in your head, triggering a real and 
major breakthrough towards understanding the markets. 
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Contact Information 

Kelly Angle has been active in the futures industry since the early 1980s. His 
particular area of expertise is in designing, developing and implementing sys¬ 
tematic trading strategies for the leveraged futures markets. System design ap¬ 
plications have ranged from basic single market short-term strategies (for use on 
a subscription basis) on up to broadly diversified trading programs with holding 
periods as long as a year (for large capitalized accounts). 

Serious Market Tools, 11c was created for the purpose of distributing specific 
trading strategies to a wide variety of end users on a subscription basis. Appli¬ 
cations are targeted to individual traders, with or without broker assistance, and 
to commercial hedging clients looking to better time their hedging efforts. 

If you would like to contact Kelly Angle, founder and managing partner of Seri¬ 
ous Market Tools, 11c, you are invited to do so through any of the following 
means: 

Mr. Kelly Angle 
Serious Market Tools, 11c 

Mailing Address: 

24 East Avenue, #1290 
New Canaan, CT 06840 USA 

Telephone or Fax Number: (203) 972-3525 

E-mail: kelly@seriousmarkettools.com 


We always try to have something new and interesting in the works. 

Give us a call and see what we're up to! 
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